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I. INTRODUCTION

1. The SDARS'roposed Findings of Fact underscore the extent to which the case

they presented at trial did not survive the trial process. The SDARS in their Findings thus are

left to patch together bits and pieces of their opening and rebuttal cases, and by necessity spend

an inordinate amount of time attacking SoundExchange's case rather than trying to defend their

own. They do not succeed at either task.

At trial, the SDARS'roposed rate was based on two benchmarks — the musical

works rate and the PSS rate. This Court rejected the musical works rate as a benchmark for

sound recordings in its Webcasting decision, even before the opening hearings in this case began,

And the PSS rate benchmark was thoroughly undermined at the trial. In their findings, the

SDARS apparently now propose three pieces of "corroborative evidence," but each is flawed and

was the subject of minimal to no testimony on the record.

3. At trial, and in their Findings, the SDARS spend a great deal of time and energy

marshalling facts that they claim are relevant to their novel construction of the four statutory

factors. As SoundExchange describes below, that construction is that everything the SDARS

have ever done (along with some things they have never done) counts in their favor, while

nothing the record companies or artists have ever done counts in their favor, so the SDARS win.

In fact, in their view the evidence is so "one-sided" that the rate should be zero, or, for reasons

they do not explain, "near zero." As we show in what follows, one problem with this theory is

that it bears no relation to any reasonable construction of the four statutory factors. Another

problem with this theory is that it bears no relation to the SDARS'wn rate proposal or

benchmarks. Although it took up much of their trial time, and much of their Findings of Fact, 
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the SDARS'our factor analysis does virtually nothing to help the Court set a rate under the four i

factors.

4. At trial and in their Findings, the SDARS attempt to make three thematic points.

Unfortunately for them, the factual record fatally undermines all three points..

5. First, the SDARS consistently attempt to'denigrate the contribution music makes I

to their services. In their view, their services may have started out as music services, but now.

music is a commodity, background filler content that can be equally well obtained in

innumerable other places. What really makes their service valuable, they assert, is all of the

other content they provide. They need to make this hrgIimhnt,l bebauise they pay substantial sums,

for non-music content, charge their customers substantial sums for the services, and do not want

to give sound recording copyright holders anything like a commensurate share. But the: evidence

does not support these claims. By every measure, music is overwhelmingly the most valuable

content on the SDARS'ervices. It is bad enough for the SDARS that SoundExchange's

witnesses establish this point in ways the SDARS cannot rebut. It is, fatal that, the SDARS', own,

evidence and own experts time and again make the same point.

6. Second, the SDARS insist that their slervlicelis Proinofional, that the record

companies and artists benefit by having their music played. on. the SDARS'ervice, and that any

royalty the record companies and artists receive is just gravy. Here, too, the SDARS desperately

need to make this point, because one of the fundamental purposes of the statute is to coinpensate

the record companies and artists for lost record sales caused by listening to covered digital

services such as the SDARS, and acknowledging suCh I'ost'salts is not consistent:with the

SDARS "near-zero" rate proposal. Once again, however, the record evidence is all the,other .

way, and once again, it is the SDARS themselves that provide much of the critical evidence. '
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2,



Public Version

Inconveniently, they have made the substitution effect of their services the centerpiece of their

own advocacy before the FCC in support of their proposed merger. Thus, although the SDARS

vehemently deny any substitution effect before this tribunal, in their submissions to the FCC this

July they just as vehemently insisted that they substitute for other forms of consumption of

music. As we show in what follows, the SDARS'wn experts acknowledge that the royalty

should at least cover the record industry's lost opportunity costs, and the SDARS have done

nothing to rebut SoundExchange's evidence as to what that cost is.

7. Finally, unable to mount a case on the first two grounds, the SDARS retreat to a

third: they are new, small, fragile and barely surviving, and they cannot afford a rate much above

zero. This theme pervades their written Findings, starting with the very first sentence. See

SDARS Proposed Findings of Fact ("FOF") at l. But on this point all of the evidence is to the

contrary. They may be new, but they are large, robust and growing, and their claims that they

cannot afford to pay what would otherwise be a reasonable rate are not supported by the

evidence. Instead, the record evidence establishes that the SDARS can afford to pay artists and

record companies the same kinds of royalties, in relative terms, that they pay all of their other

content providers, and can afford to pay royalties that compensate artists and record companies

for the losses they suffer by having their music played on the SDARS'ervices.

8. For all of these reasons, and based on the empirical and economic facts set out in

detail in SoundExchange's Proposed Findings of Fact, and the legal arguments set out in its

Proposed Conclusions of Law, this Court should adopt SoundExchange's rate proposal.

A. The SDARS'Arguments To The FCC

9. The weakness of the SDARS'rguments are brought into dramatic relief by a

document they filed on July 24, 2007, with the FCC in support of their proposed merger. Their
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comments in support of the: merger, entered into evidence as SX Trial Ex. 105, include a 103-

page brief co-authored by Sirius's counsel in this case, and'n 83~page economic analysis

conducted by Charles River Associates, the firm at which Dr. Woodbury is a Vice-Principal. SX

Trial Ex. 105 at 1, App. A.

10. The SDARS'erger filing contradicts key assertions the SDARS have made in

this case. In this tribunal, the SDARS have insisted that their 'septic~ is not substitutional for

other forms of music; in the FCC, the SDARS have insjisted that their service is substitutional for

CDs and other forms of music. In this tribunal, the SDARS have argued that the value of ixu0ic'omes
from the nationwide coverage, high fidelity, and musia sequenciing that they offer; in the

FCC, the SDARS argue that these features are not valuable to consumers, who are simply

seeking out music. Placing their competing statements next to each other illustrates the gap

between the FCC SDARS and the CRT SDARS.

SDARS FCC FII ING SDARS CRT FINI)INGS OF FACT'[Thereis] substantial substitution among
satellite radio and various other audio services
and devices." SX Trial Ex. 106 at 37.

"[There is no] causal effect between listening
to satellite radio and any decline in purchases
[of CDs and music downloads]." SDARSE'OE't

24 n.4.

"[W]hen people activate a satellite radio
subscription, they substitute satellite radio
programming for other audio entertaininent to
which they historically listened." SX Trial Ex.
106 at 37.

"There is no evidence of any correlation,
between time spent listeiaing to SDARS and
numbers of CDs purchased." SDARS FQF, at,
tt 273.

"The number of individuals who travel often
enough to demand ubiquitous radio coverage is

very small." SX Trial Ex. 106 at 74

"The SDARS i .. enhance the range of ci'eative',

expression ... by broadcasting ... in an i

uninterrupted mariner nationwide." SDARS
FOF at tt 125

"[Some satellite radio customers] do not care
about variety or ... prefer their own mix of

"Sirius programmers,... enhance the listening
experience on Sirius music channels." SDARS
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songs." SX Trial Ex. 106, App. A at $ 69. FOF at $ 374.

"[SDARS] Sports content from MLB, NFL,
NBA, and NASCAR are also available on
AM/FM ... the Internet ... [and] wireless
phones." SX Trial Ex. 106, App. A at II 53.

"Unique non-music content, including [the
NFL]" is key to subscriptions. SDARS FOF at
'II 78.

11. Over and over, in their merger advocacy at the FCC, the SDARS have squarely

repudiated their positions in this Court on substitution, the value they bring to music, and other

key points. It is understandable then that this filing was never mentioned by the SDARS in their

written testimony, and that they have not referred to it in their findings,

B. The Four Factor Test

12. The SDARS'our factor analysis makes a mockery of the statutory test. The

premise of the SDARS'rguments about each of the four factors is the same: They are entitled

to have weighed in their favor every imagined "contribution" they have made associated with a

factor since their inception over a decade ago, while the record companies are not entitled to any

consideration for any contribution they have ever made, since they would have made the same

contribution even in the absence of their licenses to the SDARS. As the SDARS put it, because

the record companies distribute their product to many different services, and "played no role, and

incurred no costs or risks, in connection with the launch or operation ofthe SDARS'," SDARS

FOF at 21 (emphasis added), SoundExchange scores zero on each of the statutory factors.'

See also, e.g., SDARS FOF at 23 ("as the recording industry incurs no additional costs

of any significance in connection with satellite radio,... there is no justification for a rate

significantly above zero") (emphasis added); id at 26 (the record companies'reative
"contributions are made independent of the SDARS and have been/would be made even if the
SDARS did not exist... Hence, [for this and other reasons] this subfactor favors the SDARS");

id at 27 ("The recording industry has made no technological contributions to satellite radio.")
5
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Carefully "weighing" all of the record facts under this meaningless test, the SDARS on this logic

reach the conclusion that the royalty should be "near zero." When the SDARS call their own 'test

"one-sided," SDARS FOF at 3, they are, being modest. ~

13. One example of the SDARS'pproach will suffice. The SDARS claim they

should receive a "plus" in the "risk" subcategory on the theory that the FCC might not grant

them licenses, even though the FCC granted them licenses over a decade ago. SDARS FOF at

27. In the same way, the SDARS generously give themselves full credit for designing "satellites,,

terrestrial repeaters, radio receivers, chipsets and miniaturized antennas," all of which innovation

(such as it was) occurred well before the start of the last rate Iieribd. SOARS FOF at 26.2 Onl

the other hand, on the SDARS'ogic, under the same risk subcategory the record companies

should get no credit for the fact that nine out of the ten recordings they produced (and will

produce in the future) will lose money for the record companies. Over and over again, on thei

SDARS'coring system, on each benclunark score the SDARS hit a home run and the record

companies strike out.

(emphasis added); id at 28 ("the record industry has received material benefits from satellite
radio with no risk"); id. (the SDARS deser ve credit for opening new markets while the record
industry does not because "[a]11 of this has been accomplished without any incremental effort or
expenditure by the recording industry'") (emphasis added); id. at 29 (fourth factor favors the
SDARS because "this proceeding will have [no] bearing oD the long-term viability of the record
industry").

2 The record companies too .have a prior history of promoting technological achievement
and innovation, dating back almost a century, including such thimgs as phonorecords, tape
recorders, and all of the sophisticated technology that makes sound recording possible. The total
amount of investment made by the SDARS since their inception may be "enormous"'y some

scale, SDARS FOF at 27, but relative to the total amount bf investment made by the, record
companies since their inception:it would be an insignificantly small number, The SDARS'ncessantlybackwards-looking construction of the four factors, if taken seriously, would tip the
scales decidedly in favor of the record companies.
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14. If that were the statutory test, the royalty would now and forever into the future

always be zero, at least until the SDARS succeeded in driving out of business all of the services

with which they compete that must pay for sound recordings in the marketplace. If that were the

statutory test, there would have been no reason for Congress to pass a law giving the record

companies a digital performance copyright in the first place. And, if that were the statutory test,

there would have been no reason to have taken everyone's time over the last year developing a

factual record to assist the Court in setting a rate.

15. Of course, that is not the test. To the contrary, the previous adjudicators

construing section 801(b) have expressly rejected the SDARS'laim and uniformly have

adopted the commonsense view that all record company contributions should be considered just

as the statute says, even if the contributions did not benefit exclusively the SDARS. E.g., 1980

Adjustment of the Royalty Rate for Coin-Operated Phonorecord Players ("Juke Box Decision"),

46 Fed. Reg, 884, 889 (Jan. 5, 1981). Determination ofReasonable rates and termsfor the

Digital Performance ofSound Recordings ("PES I"), 63 Fed. Reg. 25394, 25406-07 (May 8,

1998); Adjustment ofRoyalty Payable Under Compulsory License for Making and Distributing

Phonorecords; Rates and Adjustment ofRates ("Phonorecords"), 46 Fed. Reg. 10466 (Feb. 3,

1981).

16. The SDARS'pproach also is inconsistent with how any economist (except the

two economists retained by the SDARS in this proceeding) would understand how a business

with multiple revenue streams assesses the value of one of those revenue streams. TheSDARS'heory

of the case reduces to the proposition that because the record company's cost to provide to

the SDARS an additional copy of any of its sound recordings is near zero, near zero is what the

royalty should be. If that were the general rule, it would quickly bankrupt the record industry,
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and any other business that sells intellectual property. The SDARS do not get their Microsoft

software for free even though Microsoft presumably could, survive without theSDARS'ayments

to Microsoft, and even though Microsoft's creative contribution, risk, and so on

presumably would be the same with or without the SDARS as a customer. Not a word in the

four factors can plausibly be read to suggest that Congress ~intended ~to subject sound recordings

to an unsustainable regime unknown in the larger economy made up of companies that sell

intellectual property.

17. At the sine time, no evidence supports the SDARS'laIim that Congress created

the statutory license "to promote the entrepreneurship Perqonytrated by ~the SDARS." SDARS

FOF at 5. The SDARS go so far as to say the statute was designed to promote even the non-

music content they provide over theI.r service, as if Congress intended for the music industry to

subsidize Howard Stern's availability in uncensored foiTn across the country. SDARS FOF at

25. It is false that the SDARS "have developed a wide array of original entertainment, talk and,

news programming, much of .it from scratch."'d. See inPa Sections II.B, III.C.1. But even if it

were true, it would be irrelevant to this case. To repeat, if Congress wanted to give the SDARS

sound recordings for a "near zero" rate as a reward for theIir "entrepreneurship," or for their

nationwide carriage of Howard Stern and Opie and Anthony, it would not have passed the statute

in the first place. The license gave the record companies and ~artists rights they did not have

previously, and imposed obligation. on the SDARS they did hot have Pretiously.

18. Moreover, the SDARS do not establish that the economics of the record industry

and of recording artists would be unaffected by the size of'any conceivable royalty rate here.To'he

contrary, as the SDAR.S are quick to point out, because their revenues are so substantial, and

because so many of their customers listen to so many sound recordings, any reasonable license
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fee will generate over one billion dollars for the record companies and for artists over the term of

the license (although much of that money will simply compensate the artists and record

companies for lost CD sales caused by the SDARS themselves). Those revenues will directly

and unquestionably increase incentives for the creation and dissemination of sound recordings.

Dr. Woodbury's assertion that such substantial added revenue "would likely have an

undetectable effect" on artist, record companies, and the supply of sound recordings, SDARS

FOF at 22 (quoting Dr. Woodbury), is not supported by any record evidence, is contrary to

common sense, and should not be credited.

19. Additionally, it is not the case that the record companies and artists'ncremental

costs of providing service to the SDARS is "near zero," even if that were the only relevant

inquiry. Among the most important costs to consider here are opportunity costs — the losses that

the record companies and artists suffer when their music is played by the SDARS. Even Dr.

Noll acknowledged that under any reasonable application of the four statutory factors, the record

companies and artists would need to recover at least their opportunity costs. Noll WRT at 19,

55, SDARS Trial Ex. 72; see also 8/16/07 Tr. 40:7-17 (Noll). Indeed, as SoundExchange

demonstrated in its Proposed Conclusions of Law, recovery of record company opportunity costs

was one of the principal concerns that led Congress to establish this statutory license. SX COL

at)7.

20. The overwhelming weight of the evidence is that the record companies'ost

opportunity costs here are substantial. The SDARS'wn filings with the FCC acknowledge the

"substantial substitution among satellite radio and various other audio services and devices," SX

Trial Ex. 106 at 37, and substantial evidence in the record quantified the extent of these costs.

Surveys by Dr. Mantis, XM and Sirius'wn internal surveys, additional survey evidence
9
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reviewed and relied upon by Dr. Pelcovits, and NARM survey evidence point to costs of

approximately $ 1.29/customer/month. As SoundExchange shows in detail in what follows, the

SDARS are just whistling in the wind when they claim ',thee ip "no (;redible evidence" of this

substitution effect, and rely upon anecdota]I evidence of a few bands writing thank-you notes to

XM or Sirius for playing their songs for proof that the SDARS "may well increase sales of

music," SDARS FOF at 24.

21. Yet another unacceptable feature of the SDARS'pproach to the four factors is

that even though for the most part their findings of fact nominally address the four-factor test,

none of those facts or analyses have anything to do with the SDARS'ctual rate proposal. Allof'he
SDARS'our factor analysis points to a rate of zero, since:, on the SDARS'ccounting there

is nothing on the record company side of the scale, whereas every action they have ever

undertaken "counts" on their side. That analysis does not support the SDARS'enchmarks, and

does not support the range of rates they actually propose im this case. To insist, as the SDARS

do at length, that they "win" each of the four factors in the end does not. help the Court decide

what rate to apply.

22. Indeed, though the SDARS complain that SoundExchange has ignored the four

factors because it relies on benclunarks, when it comes to proposing a rate, that is exactly what

the SDARS themselve. do, because it is virtually impossible to do anything else on the facts of

this proceeding. Unless the Court ground. its decision here in the real world.in whichbuyers'nd

sellers'nterests are mediated by the markets as captured in actual .market rates, no amount

of analysis of the four statutory factors will yield a concrete rate. Therefore, unless the Cdurt

agrees with the SDARS that the rate should now and in the future always be zero, it has no

choice but to look to the marketplace for guidance.
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23. Remarkably, the SDARS in their Findings choose to ignore what SoundExchange

has demonstrated about the true relationship between the four statutory factors and the

marketplace evidence in the case. See generally SX COL at Sections II & III. Perhaps this is

because the SDARS themselves were unable to identify any relationship at all between the

statutory factors and the rates they proposed. The SDARS'epeated assertions to the contrary

notwithstanding, SoundExchange did not "ignore the statutory mandate," SDARS FOF at 5, and

did not mistakenly believe that this was a "willing buyer/willing seller" case. As

SoundExchange demonstrates in its Proposed Conclusions of Law, the CARPs, the Librarian,

and the courts all have uniformly adopted or referenced a construction of the four statutory

factors that mirrors the economic understanding of the four factors set out by Dr. Ordover

because, in Dr. Ordover's words, "simple and basic" economic principles governing pricing in

intellectual property are "deeply consistent" with the words of Section 801(b). 8/27/07 Tr. 45:20

(Ordover).

C. The SDARS'enchmarks

24. It is not surprising that the SDARS spend most of their Findings of Fact attacking

SoundExchange's benchmarks, and virtually none defending their own. Their own benchmark

analysis did not survive the trial.

25. Starting out, the SDARS barely had benchmarks at all. They pointed to a PSS

rate of 7.25% of revenue, and then asserted that this rate supported their rate proposal of .88% of

revenue — almost a full order of magnitude lower than their benchmark rate. A principal

advantage ofbenchmarking is that it grounds analysis in real marketplace data and avoids the

kind of result-oriented "analysis" that the SDARS found necessary to reduce their "benchmark"

rates to the near zero levels they prefer. Benchmarks lose much of their usefulness when the
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target market is so very different from the benchmark niarket that th6 rdain dete~inhnt, of the,

resulting rate is the many contestable adjustments that experts have to make. That is exactly the,

case with the SDARS'enchmarks here.

1. The PSS Benchmark

26. The PSS benchmark was thoroughly disbrelited at trial hndltha SDARS have

failed to resurrect it in their Findings of Fact. It was negotiated with a prior PSS rate (based an a

musical works rate) in the background, and with a pending section 801 arbitration in the

foreground. It is thus neither a market rate nor a section 801 rate. The SDARS did not establish

what it actually is, or what dynamics it reflects.

27. SoundExchange's experts demonstratedithat to the extent it; is a "section 801

rate," it is one for a very different service negotiated at a very different time, and is of little use

here in applying the section 801(b) factors.

28. On the other hand, treating it as a market rate, the PSS rate is an exceptionally.

poor benchmark. The royalty rate, both sides agree, ultimately should be a reflection of the

value of the service to the user, and the value of the PSS service is so different than the; value;of;

the SDARS service that using one as a benchmark for the other (especially when no effort is

made even to account for the radical difference in value) does not produce a meaningful result..

29. Dr. Woodbury tried to avoid this problem by assuming that music is a commodity

product that has the same value no matter how it is enjoyed, so that ithe fact that the;PSS service

is essentially valueless becomes, in Dr. Woodbury's view, an irrelevancy. Unfortunately for Dr.,

Woodbury, the trial proved this assumption wrong as a matter of fact, and wrong as a matter of:

economic theory. As we show in what follows, in their Proposed Findings ofFact the SDARS

fail to resurrect this benchmark.
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2. The Musical Works Benchmark

30. The SDARS do not address the Court's previous rejection of the musical works

rate. They simply ignore the Court's prior holding. There is no basis for the Court to reach any

different conclusion here than it reached in the Webcasting decision. The record once again

demonstrates that musical works royalties are not an appropriate or useful benchmark for sound

recording royalties.

3. "Corroborative Evidence"

31. Because the SDARS'wo offered benchmarks did not survive the trial, in their

findings of fact for the first time they propose new "corroborative evidence" that was barely

discussed or explained by any witness at trial.

32. The first is the current SDARS rate. That rate was negotiated pursuant to a

written agreement between the parties that it would not be used as evidence in a future rate

proceeding and was non-precedential. If the Court countenances the SDARS'iolation of their

agreement not to use the agreement as a precedent, it will make future voluntary settlements that

much more difficult to negotiate. Moreover, contracting parties should be held to their word, and

confidential, non-precedential agreements are by their very nature poor benchmarks. The Court

therefore should decline to give any weight to the extremely limited evidence concerning this

agreement that is in the record.

33. In any event, the actual terms of the agreement are not in evidence. The SDARS

mischaracterize the rate terms when they claim they are percent of revenue rates. They are lump

sum payment terms set in early 2003 at a time when the SDARS had barely commenced

operations. It is not the case that when the parties negotiated the agreement they had any

particular understanding about how those lump sum terms would translate into a percentage of
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revenue calculation. SX Trial Ex. 125. It is not in the record whether the rates are the same for'M
and Sirius. Nor is there any evidence on the record of the context in which theparties'eached

agreement, and no witness has testified as to whether the agreement would make & I

appropriate benchmark or not. What is known is that the agreement was entered into in 2003 at a

time when XM and Sirius were just starting out, when Sirius, for example, had a mere 30,0i00i

subscribers, and when the SDARS'rospects were uncertain at best. SX Trial Ex. 125 at 6. Fori

many of the same reasons that apply when considering as a benchmark the PSS rate negotiated at

approximately the same time, the prior rate is a poor benchmark — it is a black box, negotiated

under very different economic conditions, and whatever the parties'oncerns.were that led them

to agree to the rate that they did are unknown. Here, tol bobt, thel actual'ath itself is 'unknovm~

and no witness has endorsed its use as a benchmark.

34. Another piece of "corroboration" proposed by the. SDARS for the first time in

their Findings of Fact is one so-called "custom radio" agreement about which there is testimony-

an agreement between Yahoo. and Sony that is not itself in th'e record. 'SDARS FOF at $ 855.

There are an unknown number of other custom radio agreements about which there is no record'vidence,and the entire category of "custom radio agreements" is intended to describe

agreements that exist in a legal gray area between the statutory webcasting license and

unregulated webcasting services that do not fit within that license. Because the record is bare

about whether the one Yahoo!-Sony agreement upon whic'h the SDARS belatedly rely is

representative of this class of agreements, and for all of the other. reasons set out inPa, it is far

too late in the day for the SDARS to attempt to introduce and rely upon this contract. Moreover,:

the one custom radio agreement that is in evidence shows royalties many multiples:higher. than .

the SDARS'ate proposal.
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35. Finally, the SDARS embrace Dr. Pelcovits's use of non-music programming deals

as a benchmark, though they claim that Dr. Pelcovits's analysis of those deals was marred with

"conceptual and empirical flaws." SDARS FOF at 12. But as SoundExchange demonstrated in

its opening Findings, and as it describes further in what follows, it is Dr. Benston's use of Dr.

Pelcovits's data that is marred with conceptual and empirical flaws, and, properly analyzed, this

approach powerfully supports SoundExchange's rate proposal, not the SDARS'.

D. The SDARS Did Not Establish That They Are Unable to Pay a Reasonable
Rate; To the Contrary, the Evidence Establishes That They Can Pay.

36. Most of the SDARS'our factor analysis does not merit extended discussion.

They simply marshal every effort and risk undertaken by the SDARS since their founding in

1990, and dismiss as irrelevant every effort and risk undertaken by the members of

SoundExchange. How this is supposed to assist the Court in setting a rate they do not say.

37. The one point that merits attention is the SDARS'epeated claims that they

cannot afford to pay an otherwise reasonable rate. This claim permeates their four-factor

analysis: it is their principal reason for claiming that SoundExchange's rate is "unfair" under the

- second factor, why the rate assertedly fails to reflect the capital investment, cost and risk

identified in the third factor, and, most of all, why the rate assertedly is disruptive under the

fourth factor.

38. The first sentence of the SDARS'indings starts this drumbeat: They are small

and struggling, while the record companies are large and successful; and, as if this proceeding

were some kind of sporting contest, the Court should weigh in for the little guy. See SDARS

FOF at 1. But this claim could not be more false and could not be more irrelevant.
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39. First, the SDARS may b: "still-develbping," SDARS FQF at 1, but they are not

small and "fragile, if improving" patients in an intensive care unit needing to be nursed back to

health by the Court. Id. at 29. They are large, successful, growing companies, "To put real

numbers to [the parties'] divergent positions," SDARS:FO:F at 2, the SDARS currently

collectively will have over 2 billion dollars in annual revenue in 2007, and by their own account i

by 2011 they will have over $ g billion in annual revenue. Butson WRT at App. F, G,, SX Trial

Ex. 123. Over the course of the license period they likely will generate, conservatively, over $21

billion dollars in revenue. Id. During this rate period the SDARS will broadcast over 100

million songs to a rapidly growing number of subscribers — currently about 17 milliion„

anticipated to grow to over 32. mi.llion. Id. Using conservative assumptions, over the rate period

there will be something on the order of 1,700,000,000,000,(1.,7 trillion) songs listened to on XM

and Sirius radio.4

40, As one would expect of companies with this extraordinary listenership, the:

SDARS pay substantial sums for content that by any measure is far less significant and valuable ~

than music. Sirius pays Howard Stern over $[ ] million. SX FOF at tt 578 and n. 24. XM

pays [~] million to Major League Baseball. Woodbury WD1't 18, XM Trial Ex. 8. Fox

News, just recently signed lucrative new deals with both SDARS for [~] million each, SX

Trial Ex. 22 (Fox deal); SX Trial Ex. 70 at SX Exhibit 134 DR (XM Fox deal), even though the

s The number is reached using the following calculation: 138 mus!ic channels (SDARS
FOF at tt 97 (XM has 69 mus:ic charnels); Blattei WDT at 7, SIH. Trial ~Ex, 36 (Sirius has 69

music channels)) x 15.5 song/channel/hour (P'elcovits WR'T at 16, SX Trial Ex, 124) x 24'ours/dayx 365 days/year x 6 years.
4 This number is reached using the following calculation: Average of 22 million

subscribers (Butson WRT at App. A & B, SX Trial Ex. 123)!& 15.5 songs/channel/hour
(Pelcovits WRT at 16, SX Tr:ial Ex. 124) x 14.4 hoiirs 6f listehin'g/week (Pelcovits WRT ait App.
A, at 1, SX Trial Ex. 124) x 7 days/week x 52 weeks/year x 6 years.
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incremental cost of providing its service to the SDARS approached zero, and even though Fox

News is not exclusive in any sense of the word.& These are not the expenditures of a "fragile"

cash-starved start-up.

41. The SDARS'evenues keep rising at a substantially faster clip than their costs,

which is precisely their business plan. Outside of this courtroom, the SDARS consistently say,

in the words of Sirius CEO Mel Karmazin, that "our financial performance is on track, and we

are executing very well on our business plan." SX Trial Ex. 74 at 2 (Karmazin).

42. Moreover, the SDARS did not prove that they are teetering on the edge of

insolvency, and they did not prove that SoundExchange's rate proposal would be the proverbial

straw that breaks the camel's back, In fact they did not even try to prove these things. The only

thing they proved is that they have lost money in the past, reflected in an accounting metric

called an accumulated deficit. But it was always part of their business plan that they would

accumulate substantial losses as they started up. That phenomenon was not caused by the sound

recording royalty, and it is not part of the statutory scheme that the sound recording royalty is

supposed to be adjusted to allow this deficit to be retired on some schedule that was made up out

of whole cloth by the SDARS uniquely for the SDARS'dvocacy in this case.

43. Nor are the SDARS small and fragile in relative terms. As compared to the

parties represented by SoundExchange, the SDARS earn more revenue than every single artist

represented by SoundExchange, At approximately $5 billion each, their market capitalization

dwarfs that of the only major free-standing record label, Warner Music, which has a market

capitalization of $ 1.7 billion. See infra Section III.D.6. Their current revenues of nearly $ 1

5 The SDARS'laims that this can all be explained away by "branding" or "exclusivity"
collapsed at trial under their own weight. See infra Section II.B.
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billion each exceed those of all but a small handful of the record companies represented by

SoundExchange. And while the SDARS (outside this Court) tout the fact they are growing at. a .

faster pace than nearly any other consumer service in this Country's history, the record

companies are stagnant at best. If this were a contest ta deteritnine which party ia the most needy,

the SDARS would not be winning.

44. But it is not such a contest. What the fourth factor says is that {to.the extent

possible consistent with implementation of the first three factors) the Court should strive to

minimize disruption to prevailing industry practices or to the structure of the SDARS'ndustry.

The SDARS failed to establish that the SoundExchange rate would be disruptive.

45. To be sure, the SDARS'inance expert Mr. Musey claimed that any rate above

5% would be disruptive. Musey WDT at 32-33, XM Trial Ex. 9. But he was quick to

acknowledge on cross examination that what would:be disrupted by such a rate was merely the

expectations of the SDARS'tockholders, who have been told (no doubt by the SDARS

themselves) to expect a 5% rate. 6/1/07 Tr. 197:14-198:1 (Miisey)., Mr. Musey supports his

"stockholder disruption" claim with analytics. He shows, for'example,'that if the royalty rate.

increases to 10%, investors would have to be content with a 20% increase in their stock value.

SX FOF at $ 1117-1125. This would "disrupt" their expectations, because they expected an even

greater stock price increase. SX FOF at g 1117-1125. Sirius's CFO David Frear admitted that:

he found Mr. Musey's analysis virtually meaningless and without any significance toSirius'usiness.

6/12/07 Tr. 20S:19-209:7 (Frear); SX FOF at tI 1167. Although Mr. Musey was! their !

18

Public Version

billion each exceed those of all but a small handful of the record companies represented by

SoundExchange. And while t]he SDARS (outside this Court) tout the fact they are growing at a

faster pace than nearly any other consumer service in this Country's history, the record

companies are stagnant at best. I:f this were a contest ta detteritnine which party is the most needy,

the SDARS would not be winning.

44. But it is not such a contest. What the fourth factor says is that (to the extent

possible consistent with implementation of the first three factors) the Court should strive to

minimize disruption to prevailing industry practices or to the structure of the SDARS'ndustry.

The SDARS failed to establish. that the SoundExchange rate would be disruptive,

45. To be sure, the SDARS'inance expert IVIr. Musey claimed that any rate above

5% would be disruptive. Musey WDT at 32-33, XM Trial Ex. 9. But he was quick to

acknowledge on cross exaiTnnation that what would be disrupted by such a rate was merely the

expectations of the SDARS'tockholders, who have been told (no doubt by the SDARS

themselves) to expect a 5% rate. 6/1/07 Tr. 197:14-198:1 (Musey). Mr. Musey supports his

"stockholder disruption" claim with analytics„He shows, for example, that if the royalty rate

increases to 10%, investors would have to be content with a 20% increase in their stock value.

SX FOF at $ 1117-1125. This would disrupt" their expectatiions, because they expected an even

greater stock price increase. SX FOF at tt'] 1117-1125. Sirius's CFO David Frear admitted that

he found Mr. Musey's analysis virtually meaningless and without any significance toSirius'usiness.

6/12/07 Tr. 208:19-209:7 (Frear); SX FOF at tt 1167. Although Mr. Musey was'heir'8



Public Version

sole finance expert at trial, and although this was his principal argument, the SDARS appear to

have virtually abandoned it in their findings of fact.& The Court should do the same.

46. But the SDARS have no other substantial argument with which to replace it. Dr.

Noll too offers quantitative analysis of a sort. He shows that based on certain assumptions about

the growth of the SDARS the royalty rate can be manipulated such that the SDARS'ccumulated

deficit in 2006 would be the same as its accumulated deficit in 2012. In Dr. Noll's

view, the royalty rate that accomplishes this result is approximately 6%. 8/16/07 Tr. 169:10-

170:4 (Noll). Anything less, according to Dr. Noll, would "put the SDARS operators out of

business." Noll WRT at 36, SDARS Trial Ex. 72. In their Findings of Fact the SDARS have

updated Dr. Noll's calculations and concluded that even a zero royalty rate will leave the

SDARS worse off in 2012 than they are at 2006. SDARS FOF at App. C. To make things right,

the record industry actually will have to give the SDARS $ 2.2 billion. Id. Thus, by Dr. Noll's

reasoning, unless the sound recording royalty is set to zero, and in addition the record industry is

ordered to pay the SDARS $2.2 billion, the SDARS will be put out of business.

47. What Dr. Noll and the SDARS never explain is why the sound recording royalty

should be used as a lever to assure that the SDARS recover "the correctly computed forward-

looking cost of their physical capital across the license term" by 2012, SDARS FOF at 25, an

accounting feat neither SDARS has ever accomplished over any period in its history. Dr. Noll's'ssertionsto the contrary notwithstanding, the statutory factors do not call upon the Court to act

6 The SDARS devote a part of one paragraph to the argument, where Mr. Musey's
conclusions are stated in parentheticals but not further commented upon. SDARS FOF at $ 787.

Even there, the SDARS'rroneously state that Mr. Musey's conclusions touch upon the
SDARS'long-term viability." While Mr. Musey so stated in his written testimony, as the
quoted parentheticals indicate, and as Mr. Musey acknowledged at trial, he was testifying solely
about investor expectations, and nothing else. SX FOF at $$ 1168-1180; 1205-1207.
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as if it is some centralized planner in the bureaucracy os the Soviet Union in 1950, working out

the details of the next "five year plan," assuring some financial result, based on the assumption

that the world will come to an end in 2012. As Chief Judge Sledge observed when questioning

Dr. Noll on just this point: "%'ell,, your rates seem only one component and [a] relatively

insignificant component of the future of satell:ite radio."'/16/07 Tr. 81:21-82:2 (Noll). DjI'.Noll'greed:

"I think it could. be." 8/16/07 Tr. 82:3 (Noll}.

48. Contrary to the SDARS'laims, SoundExchange will not "cause the SDARS to

incur hundreds of millions of dollars in cumulative net losses over the license term." SDARS

FOF at 29. Cumulative net losses are a measure of a company's revenues minus its costs. i The

record companies do not "cause" the SDARS to have a certain level of revenues, and with the

single exception of the sound record.ing royalty, they do not "cause" the SDARS to undertake

expenses. Neither can or should the Court feel responsible for the SDARS'alance sheets or the

management of their cumulative deficits.

49. Moreover, even if SoundExchange could somehow be blamed for not permitting

the SDARS "to recover their forward looking cost of capital" in the 2007-2012 period — and it

should not — it is not the case that such a state of affairs "would imperil the survival of the,

SDARS during the license term." SDARS FOF at 30. i The SDARS have never in their history

recovered their forward looking cost of capital, because they have not yet grown to a size that

makes them profitable businesses. 6/6/07 Tr. 325:22-3i26:~21 (Karmiazin). Yet the SDARS have

grown and prospered. It is the SDARS'uture growth, and not the Coxut's rate decision, that

will determine whether the SDARS ultimately will become a profitable enterprise. For alii of i

their rhetoric, the SDARS'xperts do not disagree with that point. See infra Section III.D.1.
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50. At least Mr. Musey and Dr. Noll are offering quantitative analysis. That is more

than can be said for any of the other SDARS witnesses. They were content to hurl pejoratives at

SoundExchange's rate proposal. Repeatedly calling the SoundExchange proposal

"confiscatory," SDARS FOF at 6, or worse, see 6/6/07 Tr. 310:20-22 (Karmazin); 6/5/07 Tr.

361: 3-10 (Vendetti); 6/12/07 Tr. 30:6-17 (Frear), does not make it so. These pejoratives are no

substitute for empirical analysis, or data, or even documentary evidence suggesting that there is

some reason to question the SDARS'bility to pay a rate at the level proposed by

SoundExchange.

51. Moreover, it is not the case that the SoundExchange rate would "force [the

SDARS] to take on additional debt or raise additional capital," SDARS FOF at 29-30, but even if

it were otherwise, companies raise debt or capital all of the time, and that is not the same thing as

being "disrupted." As Mr. Butson explained, even if one accepted every one of the SDARS'ypotheses
about debt load (which the Court should not do), the result would be 10 million

dollars of added interest payments each year for the SDARS. 8/27 /07 Tr. 278:8-279:10

(Butson). In the context of companies with billions of dollars of revenue, it is incredible to

suggest that these added interest expenses would "gravely threaten the viability" of the SDARS.

Id. Compare SDARS FOF at 30. Such relatively insignificant added interest expenses, even if

they were to occur, also cannot possibly be what Congress meant by "disruptive."

52. Finally, both as a matter of fact and as a conceptual matter, Dr. Noll's

misunderstanding to the contrary notwithstanding, SoundExchange's rate proposal does not

"prevent services from ever recovering their start-up losses or past investments." SDARS FOF

at 30. Under any royalty rate proposal — even the SDARS'ear-zero proposal — theSDARS'ash

flow and EBITDA continue to be negative for the first several years of the license period
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before they turn around and become po. itive. If the SoimdExchange proposal is adopted in Rll,

the break-even may be delayed by approximately one year After. that, the SDARS become

increasingly profitable, ancl their accumulated deficits ultimately begin to shrink. Dr. Noll

expends substantial effort making the point that if SoundExchange was proposing a rule that the

record industry should always take all of the SDARS'rofit, and if that rule were "replicated in

each license determination," id. at 30, no one would. ever invest in the SDARS. That is no dctubt

true, but SoundExchange has not proposed that as a standard, or in fact, to take away all of'the

SDARS'rofits in this rate tejITn, and it has made no proposal whatsoever about how the Couit

should set the rate in 2012. Dr. Noll has erected a classic straw man.

53. Finally,:if it really were the case that the SDARS cannot afford to pay a

reasonable rate for all of the music they currently use — and it emphatically is not the case—

under SoundExchange's alternative rate proposal they could simply purchase fewer sound

recordings than the 100 million or so they would buy based on current purchasing practices.

Although SoundExchange believes a percentage of revenue is a superior rate structure here, aiper

broadcast rate would be astraightforward market-based mechanism to control costs that is far

more reasonable and consistent with the four statutory factors than the "near zero" rate the

SDARS propose in their findings of fact.

54. The sum of the matter is that there is not a single sentence in the thousands of 'DARS'actualfindings providing record support for the proposition that SoundExchange's rate

would disrupt anything other than possIibly the expectations of the SDARS'tockholders.

55. For all of these reasons, set out in detail in what follows., the SDARS'indingsof'act

do not support their rate proposal, and if anything underscore SoundExchange's rate and the

Findings that support it.
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E. The Merger

56. Finally, a word must be said about the effect of the merger that Sirius and XM

seek to undertake. As mentioned above, the SDARS filed a brief with the FCC in support of

their merger this past July. In that submission, the SDARS told the FCC that it need not concern

itself with conditioning the merger on the SDARS'aying a fair rate under the compulsory

license because "the CRB is fully capable of adjudicating this [rate] dispute and of sorting out

any relevant information from the merger." SX Trial Ex. 106 at 102 n.361. (SDARS'uly 24,

2007 Merger Comments). One would have thought with that express declaration that the

SDARS would have presented information to this tribunal about the merger's effect on this case.

But instead, they have been silent on the issue, having conducted no analysis of the effect of

SoundExchange's rate proposal on a merged SDARS. SX FOF at $ 1236.

57. That is not surprising, as the record evidence regarding the merger is devastating

to their arguments of fiscal fragility (which are meritless in any event). SX FOF at $$ 1233-

1246. It is the SDARS'osition, oft-repeated in public, but rarely before this tribunal, that the

merger will occur. SX FOF at $ 1238. It is also the SDARS'osition that the merger will yield

$3 - $7 billion of cost savings spread throughout every aspect of the companies. SX FOF at

'It) 1241-44. These enormous cost savings swamp SoundExchange's rate proposal, and would be

a boon to every line item of the SDARS'inancial statements. In short, the merger takes any

claim of disruption off the table.

58. As with their advocacy to the FCC contradicting other element of their case here,

see supra, the SDARS cannot have it both ways on the merger issue. Having told the FCC to

ignore the merger's effect on rates in this proceeding, the SDARS should not be allowed to run
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from the issue in this Court. This Court should thus ensure that adequate provision is made for

increased royalties in the event of a merger.

II. THE REALITY OF THE SDARS'ARLY HISTORY AND CHALLENGES

59. In Part IV of their Findings of Fact, the SDARS recount their history in 'evelopingand launching their services. SDARS FOF at $$ 54-62 (Sirius), 96-103 (XM). They

then proceed to describe their programming decisions and their asserted need to diversify their

content offerings in order to attract and retain subscribers, and the critical role that non-music;

programming has played in growing their businesses. SDARS FOF at g 63-95 (Sirius),104-111'XM).

This discussion takes credit for risks that have passed long ago, overstates more risks,

and grossly undervalues the role music plays in their service.

A. History of the Services and Initial Challenges

60. The risks and costs associated with acquiring the FCC license and launching theirs

satellites all occurred nearly fifteen years ago and thus have little relevance in setting royalty

rates for the upcoming five-year term, which runs from.2007 through 2012. SDARS FGF lat $$ I

57, 99 (first steps in acquiring the FCC license was taken in 1990 for Sirius, and 1992 for XM)..

As Judge Roberts aptly recognized, the SDARS continue to raise these:start-up costs and risks,

and thus it is quite possible — indeed likely — that they will do. so again in the next rate-setting

proceeding in 2012, despite the fact that 20 years would hyve,passed since these costs were

incurred and these risks overcome. 8/16/07 Tr. 83:5-87:2 (Noll). Such consideration ~ and

reconsideration — time and time again does not lead to a rate that. is at all "reasonable."

61. Moreover, as SoundExchange detailed in its findings of fact, the SDARS grossly,

overstate their technological innovation, as well as the alleged investments, costs, arid risks they,

have made and taken since their inception. SX FOF at Section VI.C.4 4 5. SoundExchange will
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not repeat all of those arguments here but rather refers this Court to is Findings of Facts, as well

as inPa, Section III.C. If this Court does decide to evaluate these past investments, risks, and

costs — which it should not for the reasons previously stated — then it must do so based on an

accurate assessment of the SDARS'ontributions and costs, see SX FOF at Sections VI.C.4 4 5,

rather than on the inflated presentation offered by the SDARS.

B. The Relative Values of Music and Non-Music Content

62. As SoundExchange established in its Findings of Fact, the evidence in this case

overwhelming demonstrates that music programming — not talk, entertainment, sports, or news-

is what attracts and retains subscribers. SX FOF at Section 1V (discussing in great detail "the

relative roles of music and non-music content). Yet, despite this overwhelming and

uncontroverted record evidence, the SDARS attempt to argue — unconvincingly and without

support — that their non-music programming is what drives their business. SDARS FOF at

Section 1V.A.2 4 B.4. SoundExchange will not reiterate all of the myriad reasons why this is

false. However, because the SDARS heavily rely on this mistaken belief about the alleged value

of their non-music programming, a few highlights from SoundExchange's Findings of Facts are

warranted in response.

63. Despite the SDARS'lleged rationales for "zero[ing] in on sports, talk and

entertainment channels," SDARS FOF at II 68, the record evidence in this case establishes that

the more than a billion dollars the SDARS have spent to acquire such content have not provided

the benefits in terms of attracting and retaining subscribers that music content has and continues

to provide. The SDARS'wn surveys demonstrate this point beyond cavil. SX FOF at Section

IV.C (discussing SDARS'urveys). Forced to ignore their own course-of-business surveys in

seeking support for the proposition that non-music content contributes valuable branding and
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marketing benefits and leads to increased subscriber., they must instead to turn tables that they

created during this litigation — tables that do not in any way prove a causal connection between

the acquisition of any given content and the changes in subscribei'ship. SDARS FOF at $ 72 k

table and graphic, $ 78 k table. Despite these tables, the fact remains that the SDARS are unable

to refute the extensive survey evidence showing quite the opposite: that music content — not talk,

entertainment, sports, or news — is the most valuable programming content to the SDARS. See

SX FOF at Section IV. See also SX Trial Ex. 52 at SX Ex. 125 DR, p. 16; Wind WDT, SX Trial

Ex. 51; SX Trial Ex. 35 at:17; SX Trial Ex. 1 at 2, 24, 27; SX Trial Ex. 17 at 6, 10-12.
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As described in detail in SoundExchange's findings of fact, both Sirius's and XM's own

consumer studies corroborate the survey results obtained by Dr. Wind. SX FOF at Section VI C.

For example, Sirius's most recent Customer Satisfaction Monitor reveals that [ 
], the last month for which Sirius has provided data, cited

music programming or commercial-free music — more than twice the number of people who

cited talk and entertainment programming — as a reason for being interested in satellite radio. SX

Trial Ex, 35 at 17. In addition, Sirius's most recent data demonstrates that music is the most

appealing aspect of Sirius, with [~] of subscribers ranking music programming as what they

liked most about Sirius, and [~ stating that commercial-free music was what they liked best,

SX Trial Ex. 35 at 30. By comparison, in the second quarter of 2006, only [~] of subscribers

stated that Howard Stern was what they liked most about Sirius, and only [~] stated that

"sports" was what they liked most, and only [ ] said that the NFL was what they liked most.

Id,

65. Thus, while Sirius claims that the addition of the NFL directly led to massive

subscriber growth that puts music to shame, SDARS FOF at tItt 69, 72 k table at 54, 78, 79-84,

its own survey evidence refutes this conclusion. Rather, the evidence reveals that for subscribers

who activated Sirius between June 2004 and July 2005 — the first year ofNFL programming—

only [+] cited the NFL as the reason for subscribing to satellite radio, as compared to [~]
that cited music programming and [~] that cited commercial free music. SX Trial Ex. 35 at

17; SX FOF at $ 377. Moreover, despite Sirius's claim that the NFL provided greater brand

awareness, SDARS FOF at $ 78 2, table, only [~] cited the NFL as their reason for choosing

Sirius over XM in that same time period. SX Trial Ex. 35 at 18; SX FOF at tt 377. Likewise, in

the second quarter of 2006 — the most recent time period for which Sirius has provided data—
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only ~ of subscribers cited "sports programming" as the reason for subscribing to satellite;

radio. SX Trial Ex. 35 at 17; 6/11/07 Tr. 28:7-13 (Cohen);i SX FOF iat tI 377. In fact, an internal

Sirius email to Mr. Karmazin discussing Sirius's focus group research explained that I

I SX Trial Ex. 29 at 1; SX FOF at $ 377. Thus, Sirius's own evidence'utrightrefutes the position it presents in its findings of fact.

66. The same is true for XM, whose internal surveys consistently show that "[

I't Sg TIriaI Eg. I! at 24 6/5/07'r'.

64:15-65:2 (Parsons), and it also ranks highest in [ ]. SXTri)lg

2 at 11; SX FOF at $ 378. Indeed, XM's surveys reveal that music programming is "the most

important type of programming for all demographic groups, SX Trial Ex. 1 at 27; 6/5/07 Tr.,

65:3-11 (Parsons), and that ]

1 SX Trial Ex. 52 at Ex. 125 DRat p.l6. See,a1so SXFOF at )378. A slide,&om one

of XM's own internal surveys (from September 2006) aptly captures the relative;values ofmusic

and non-music content to the service. SX Trial Ex. 52 at SX Ex.i 126 DR, p. 16; SX FOF P. 107.l

Though both XM and Sirius try to assert (unconvincingly). that sports programming provides

tremendous value relative to music in terms of subscriber acquisition and retention, their own:

surveys show otherwise. In fact, even surveys specifically, designed to determine whether the

SDARS should acquire particular sports programming Perqoqstryte Qe ipredominant importance:

of music content. For example, when Sirius was considering whether to carry NBA games, it

found [ ]. S$ 7rial Ex. 52 at Sg

Exhibit 117 DR, at SIR0038898. And when XM was considering whether to continue to carry
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NASCAR programming, it observed that [

] SX Trial Ex. 52 at SX Exhibit 121 DR at XMCRB 00023792 (emphasis

added); SX FOF at p. 135.

67. Thus, as the SDARS'wn surveys make vividly clear, there can simply be no

doubt that music — not sports, talk, entertainment, or news — is by far the most valuable content

to both Sirius and XM, no matter how that value is measured.

68. Third, the SDARS'wn experts support the contention that music ranks higher

than all other programming types. For example, in calculating his "channel-attachment" index-

an index designed to demonstrate the relative values of music and non-music programming,

Woodbury WDT at 19, XM Trial Ex. 8 — Dr. Woodbury found that music programming provides

[II~~@] of the value of the SDARS'rogramming offerings. Woodbury WDT at 20, XM

Trial Ex. 8; 6/13/07 Tr. 90:21-91:2 (Woodbury). See SX FOF at tttt 430-432. Likewise, Dr.

Hauser's survey evidence confirms Dr. Wind's finding that music programming is more valuable

than any and all of the other programming types. SX FOF at Ittt 410-414. In fact, his study

confirms that losing music would have the greatest effect on subscribers'illingness to pay, that

music is more valuable than all the other programming types combined, and that no matter how

content value is calculated, music comes out far ahead. SX FOF at $$ 410-414 & Figures 23-26.

69. Fouvth, though Sirius attempts, through the table on page 54 and graph on page

55 of the SDARS Findings of Fact, to suggest a causal connection between acquisition of non-

music content and subscriber growth, there are several more probable explanations for this

subscriber growth that are unrelated to the addition of non-music programming content. For

example, in February 2005 — a point in time in which Sirius depicts a spike in subscribership—

XM announced that it was raising its monthly subscription fee from $9.99 per month to $ 12.95

29

Public Version

NASCAR programming, it observed that [

] SX Trial Ex. 52 at SX Exhibit 121 DR at XMCRB 00023792 (emphasis

added); SX FOF at p. 135.

67. Thus, as the SDARS'wn surveys make vividly clear, there can simply be no

doubt that music — not sports, talk, entertainment, or news — is by far the most valuable content

to both Sirius and XM, no matter how that value is measured.

68. Third, the SDARS'wn experts support the contention that music ranks higher

than all other programming types. For example, in calculating his "channel-attachment" index-

an index designed to demonstrate the relative values of music and non-music programming,

Woodbury WDT at 19, XM Trial Ex. 8 — Dr. Woodbury found that music programming provides

[II~~@] of the value of the SDARS'rogramming offerings. Woodbury WDT at 20, XM

Trial Ex. 8; 6/13/07 Tr. 90:21-91:2 (Woodbury). See SX FOF at tttt 430-432. Likewise, Dr.

Hauser's survey evidence confirms Dr. Wind's finding that music programming is more valuable

than any and all of the other programming types. SX FOF at Ittt 410-414. In fact, his study

confirms that losing music would have the greatest effect on subscribers'illingness to pay, that

music is more valuable than all the other programming types combined, and that no matter how

content value is calculated, music comes out far ahead. SX FOF at $$ 410-414 & Figures 23-26.

69. Fouvth, though Sirius attempts, through the table on page 54 and graph on page

55 of the SDARS Findings of Fact, to suggest a causal connection between acquisition of non-

music content and subscriber growth, there are several more probable explanations for this

subscriber growth that are unrelated to the addition of non-music programming content. For

example, in February 2005 — a point in time in which Sirius depicts a spike in subscribership—

XM announced that it was raising its monthly subscription fee from $9.99 per month to $ 12.95

29



Public Version

per month, placing it on par with Sirius" s pricing. 8/22(07 Tr. 238:12-2'40;10 (Karmazin).

Although Sirius would like thi.s Court to belie've that a price increase by the only other satellite

radio provider would actually disadvantage Sirius, 8/22/07 Tr, 245:9-19 (Karmazin), simp!Ie

common sense says otherwise. Indeed, it is entirely possible, and in fact likely, that an increase

in its primary competitor's prices, and not the addition of any particular non-music programming

content led to the increase in subscribers depicted in Sirius's tables and graph. SDARS FC)F at

'ttg 73-78.

70. The SDARS themselves concede that it takes 3-4 years to get radios installed in

automobiles and that Sirius did not even begin trying to do so until 1999. SDARS FOF at $ 672.

Moreover, Sirius had problem.s with its chI.pset which delayed its growth. SDARS FOE't tt 62.

The SDARS cannot reasonably blame music content for their small size in 2003 and 2004.Nor'an
they fairly claim that non-music content is a panacea.

71. Fifth, the SDARS demonstrate their knowledge that mu. ic jIs the key driver of

their profitability by spending, their most valuable currency on it — bandwidth, As XM explained

in an internal presentation, their "Programming Resources [Are] Deployed Consistent with

[Their] content Strategy," using [gI] of their bandwidth for music. SX E'.x. 120 D:R, at 25.

Although the SDARS regularly pre-empt other prograniming for sports events, they never

preempt music channels. 6/7/07 Tr. 233:2-8 (Cohen). Music is just too valuable.

72. Sixth, the evidence refutes the SDAR.S'laim that this programming provides any

kind of "exclusivity" or "branding" value to the businesses. SDARS FOF at 'tg 68-69, 75-84, 89-

94, 105-110. In terms of exclusivity, as SoundExchange elaborates in great detail in its Findings

of Fact, most of the non-music programming that the SDARS claim is exclusive is in fact not

exclusive in any real sense. SX FOF at tttt 462-464. For example, the NFL programming that
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Sirius broadcasts is no different from programming football fans can receive through other

media. Fans can "get radio broadcasts" ofNFL games "on NFL.corn[,]" and can get "network

broadcasts of the NFL games" through DirecTV. 6/7/07 Tr. 348:11-16 (Cohen). In fact, within

the NFL contract itself, there is no legal barrier preventing terrestrial radio or new digital media

from broadcasting every NFL game. SX Trial Ex. 36. Likewise, NASCAR fans can listen to

NASCAR races on terrestrial radio, as well as through NASCAR.corn's Trackpass, 6/11/07 Tr.

20:2-21:12 (Cohen), while MLB games are available from numerous outlets, 6/6/07 Tr. 107:14-

108:22 (Cook), The same holds true for Martha Stewart and Fox News programming. SX FOF

at tc'tI 463-464. Indeed, the Fox News channels for which XM and Sirius each pay significant

sums are both non-exclusive to each other and simply re-broadcasts of Fox News'V

programming. Herscovici WRT at 25-26, SX Trial Ex. 130; See also SX FOF at g 463-64.

73. With respect to the alleged "brand value" the SDARS claim derives from their

non-music programming, though the SDARS attempted in rebuttal to develop a three-pronged

presentation of this value, their attempt failed to make the point. None of the three branding

experts that testified for the SDARS provided any reliable evidence from which to draw any sort

of conclusion concerning the alleged brand value of non-music content. Indeed, the record is

devoid of any credible and reliable evidence that this asserted "branding" had any causal effect

on subscriber growth. Sirius's own "Brand/Ad Tracker" survey shows that in the third quarter of

2005 - long after the major sports deals were signed, and a year after the Stern deal was

announced - Stern was mentioned [:
=:t SX Trial Ex. 84 at

SIR00018174; SX FOF at $ 484. Thus, rather than proving that the non-music content provides

any kind of "brand value" to the SDARS, the record instead strongly supports the fact that it has
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been, and continues to be, the music programming — not the so-called branded" non-music

programming — that contributes the most to the S:DARS in terms of subscriber acquisition and

retention.

III. THE SDARS'TATUTORY FACTOR ANAI YSIS IS REFUTED BY THK
EVIDENCE.

74. In their proposed findlings of fact, the SBARS advocate for a novel and

unsupportable interpretation and application of the statutory factors that finds no support in the

evidentiary record and is foreclosed by the controlling statute andi alt past precedent„ In reaching

this absurd result, however, the SDARS grossly rnischaracterize the record. and apply the facts in

a way that turns the statutory objectives and the very purpose of copyright law on their heads.

75. It is worth noting at the outset that, despite their rhetoric painting themselves als

the champions of $ 801(b),, the S:DARS make almost nd use olf the statutory factors in arriving at

their proposed "near zero" rate. Rather, they begin with two inherently flawed benchmarks, and

then make a series of untenable adjustments that they admit have notching whatsoever to do with

the statutory factors. Woodbury WI3T at 27-41, XM Trial Ex. 8., Using these expressly non-

statutory adjustments, Dr. Woodbury arrives at his unprecedentedly low proposed range of

between 0.88% of revenue and 2.35% of revenue. Id, at 41.

76. As discussed below and in more detail in SoundExchange's Reply Conclusions of

Law, the statutory factors cannot be understood to compel a "near zero" royalty rate. Rather,

application of the $ 801(b) factors to the e vidence in the record yields a royalty rate, such as that

proposed by SoundExchange., that begins at 8% of revenue (whether expressed as a percentage

of revenue or a per performance rate) and increases as a percentage of revenue as the SOARS
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increase their subscribership. Such a rate would advance all of the statutory factors and would

be decidedly below a market rate for most, if not all, of the term of this license.

A. Factor 1: The SDARS'Application of the First Factor — Maximizing the
Availability of Creative Works — Is Plain Wrong.

77. Section 801(b)(1)(A) seeks to "maximize the availability of creative works to the

public." Previous tribunals have concluded that the principal way to achieve this objective is to

assure that copyright holders are fully compensated for their creative efforts and continue to be

incentivized to create additional works. See, e.g., Phonorecords, 46 Fed. Reg. at 10479 (the first

factor is to provide "an economic incentive and the prospect of pecuniary reward" for the

copyright owner's "creative efforts"); 1980 Adjustment ofthe Royalty Rate for Coin-Operated

Phonorecord Players ("Juke Box Decision"), 46 Fed. Reg. 884, 889 (1981) (holding that

"reasonable payment for jukebox performances will add incrementally to the encouragement of

creation by songwriters and exploitation by music publishers, and so maximize the availability of

musical works to the public"). As the Supreme Court has recognized — and the Librarian has

affirmed — the goal of maximizing the availability of creative works "is achieved by allowing the

copyright owners to receive a fair return for their labors." Twentieth Century Music v. Aiken,

422 U.S. 151, 156 (1975) ("The immediate effect of our copyright law is to secure a fair return

from an author's creative labor. But the ultimate aim is, by this incentive, to stimulate artistic

creativity for the general public good."); PES I, 63 Fed. Reg. at 25406. See also Navarro WDT

at 9, SX Trial Ex. 63.

78. Nevertheless, the SDARS'pproach is that the first statutory factor is best served

by a rate that is "as low as possible, as lower rates lead to lower prices to consumers" so that the

copyright users can disseminate and use more creative works as cheaply as possible. SDARS
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FOF at tttt 156, 168-169. That application turiis the statute and every decision interpreting it on

their heads. The Librarian has rejected this approach outright. PES I, 63 Fed. Reg. at 254/6. Ap

the Librarian has explained, "past C)RT precedent and case law" make clear that the first

statutory factor is about. "stimulating the creative process." Id. "The positive interplay betwe'en 'ompensationand creation is a basic tenet of copyright ~law, and as such, its contribution to

stimulating the creation of additional work.s cannot be set aside lightly.'i'd. (discussing the first

$ 801(b) factor). Indeed, any other interpretation would be antithetical to the very purpose of the

copyright laws. As the Supreme Court ha. recognized, "[t]o propose that fair use be imposed

whenever the social value [of dissemination]... outweighs any detriment to the artist, would be

to propose depriving copyright owners of their right in the property precisely when they

encounter those users who could afford to pay for it." Hakpei ck Rolw Pub/ishevs, Inc. v. Nation

Enters., 471 V.S. 539, 559'1985) (internal quotation marks and citations omitted). As the Court

noted, the result of privileging th.ose who disseminate over those who create is that "the public

[soon] would have nothing worth reading." FIaroer CkÃovv, 471iU.S. at 559 (internal quotation,

marks and citations omitted); see also Eldred v. Ashcroft, 537 U.S. 186, 206 (2002) (copyright

protection aims to "provide greater .incentive for American and other authors to create and

disseminate their work") (emphasis added); id. at 206-07 (extending copyright terms was an

effort to "encourage copyright holders to invest in the restoration andpublic dissemination of

their works").

79. Accordingly, the Librarian concluded in the PES I decision that evidence of a

service 's method of disseminating creative works could be relevant to the first factor only,to the,

extent that it shows "how the creation of a. new mode of distribution wiill itself stimulate the 'reationof additional works." PES I, 63 Fed. Reg. at 25406. The SDARS have barely even
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attempted to show this here. Out of their 48 paragraphs dedicated to the first statutory factor,

SDARS FOF at ttIt 123-170, in only 3 do they argue that their for-profit use of copyrighted sound

recordings stimulates the creation of additional creative works by promoting music and driving

demand for the artists'orks. Id. at tt$ 145-147. The problem with this, of course, is that there

is no evidence to support it. Certainly, the SDARS cite none other than the unsupported

theoretical assertions of their economists. 1d. Aside from their own self-serving statements, they

have produced no reliable evidence that their services in any way promote the sale of recorded

music or drive its demand. Indeed, as SoundExchange has shown, all the record evidence from

both SoundExchange as well as the SDARS shows that the opposite is true — that theSDARS'ervices

substitute for and decrease sales of recorded music. Infva Section III.B.3; SX FOF at tttt

669-725.

80, There is only one way to "stimulate the creation of additional works," PES I, 63

Fed. Reg. at 25406. That is to pay the creators. Id, ("The positive interplay between

compensation and creation is a basic tenet of copyright law, and as such, its contribution to

stimulating the creation of additional works cannot be set aside lightly.") (discussing the first

801(b) factor).

81. The SDARS'heory that "availability of works to the public will be maximized if

rates are as low as possible, as lower rates lead to lower prices for consumers," SDARS FOF at

hatt 156, 168-169, is also wholly unsupported factually. There is nothing in the record to suggest

that the SDARS would actually lower prices to consumers if the sound recording rate was zero or

near zero. The SDARS have no history of offering lower rates to consumers to date. Moreover,

the SDARS'wn witness — Mr. Musey — indicated that the prudent thing for the SDARS to do
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would be to give any addit'.ional money resulting from lower r'oyalty rates to their shareholders.

Musey WDT at 29-32, XM Trial Ex. 9.

82. Unable to point to any record evidence that their services stimulate the creation of

additional works, the SDARS instead catalog a litany otf th'eir'alleged creative contributions that

are legally and factually irrelevant.

83. First, they tout the ability of'their satellite signals,to reach a nationwide audience

with a high quality digital,audio experience. SDARS FOF at hatt 126-128. They do not even'laim
this in any way stimulates the creation of additional creative works. They claim instead

merely that it makes music available nationwide. Nor is it factually much of a contribution at all.

Every digital service in existence is nationwide in its reach, as is terrestrial radio, Indeed, the

SDARS made this point themselves — the exact opposite of what they have told this Court — to

the FCC in support of their merger. There, unlike here„ they argued that national coverage was

common. SX Trial Ex. 106, Ex. A at tt 62, There, unlike here, they argued that no one ches

much about it — "very f'ew potential satellite radio subscribers actually travel around the country

enough to justify paying $ 13 per month for radio service. This product characteristic might be

highly salient for long distance truckers, but less important for most others." Id., see a/so id. at )[

65 (arguing that "many" of their subscribers do not have a strong preference for high sound

quality). They even went so far,as to argue that the commercial free aspect of their music service

is nothing new or special — consumers who value having their music commercial free have

plenty of alternatives to satellite radio including CDs, dovmloads, subscription services and 1.350

commercial free radio stations throughout the: country. Id. at $ 64. Thi's feature — nationwide

coverage — also receives very low ratings:in the SDARS'nternal surveys, SX Ex. 115 DR, at 14

(showing that programming is the key attribute, not features such as nationwide coverage)i
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84. Second, the SDARS argue that they play many niche genres of music that are not

heard anywhere else. SDARS FOF at $$ 129-147. Once again, this is merely about copyright

users disseminating creative works for profit. It has nothing to do with contributing to the

creation of more copyrighted works. As discussed above, there is no evidence that theSDARS'laying

of so much music not heard anywhere else (whether by celebrity disc jockeys or anyone

else) promotes sales in other retail channels. Rather, it is merely another form of consumption

that substitutes for other forms (such as CDs on which all music available) that otherwise would

compensate the artists and record companies with fair rates of return. InPa Section III.B.3; SX

FOF at tt'It 669-725; 6/26/07 Tr. 127:1-128:1 (Kushner); 6/26/07 Tr. 154:1-13 (Kushner). It also

shows that the SDARS have built their business on their ability to broadcast truly massive

amounts of SoundExchange's sound recordings and that they are rewarded for that use in the

market place with billions of dollars in revenues.

85. In any event, the SDARS again are making arguments to this tribunal that they

have disavowed to the FCC. In their filing before that agency, the SDARS submitted an

economic analysis that contends that many listeners "do not care about variety [or] music

programmed by others," in an effort to argue that SDARS compete with CDs and MP3s, and

other forms of non-programmed music. SX Trial Ex. 105, Ex. A at $ 69.

86. Third, in a scant three paragraphs, the SDARS claim credit for making their own

original music content available. SDARS FOF at tttt 148-150. They claim, for example, that

"artists have recorded a total of some 8200 tracks in XM studios." SDARS FOF at tt 148. As a

threshold matter, this is the artists contribution, not XM's. In any event, a total of 8200 sound

recordings equals about 600 hours of programming. The SDARS broadcast approximately three

times that amount of SoundExchange's sound recordings every single day. Likewise, XM's
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Artist Confidential has totaled about 50 hours, and the other live performance shows even less.

SDARS FOF at $ 401. Even if this somehow were relevant to,'the fir'st statutory factor — which it

is not — it would be de minimis. Nor is there a shed of evidence in the record indicating that the

SDARS'ubscribers care about or value these shows at, all. Indeed, the SDARS.'wn evidence,

indicates that live music programming and DJs are at the bottom of the list of attributes that

subscribers like about Sirius. SX Ex. 115 DR, at 47,

87. The SDARS also claim that they deserve a lower rate under. the first statutoiy i

factor because they have helped to create a handful of CDs. SDARS FOF at tt 150. They do not

explain, however, why this is remotely relevant to the rates they should pay SoundExchange for .

the use of the 2.5 million sound recordings in XM's library — virtually all of which are the results

of the creative labors of artists and record companies represented here by SoundExchange.

88. Fourth, the SDARS try to take credit.under the. first statutory factor by pointing to

the non-music content they broadcast. SDARS FOF at.'$$ :151-155.. They. fail to explain how

this would have anything to do with stimulating the creation of sound recordings, or, even with

their own irrelevant theory of maximizing the dissemination of sound recordings. The statutory,

license does not exist to give the SDARS low rates for sound recordings so they can spend more.

on non-music content. Moreover, to the extent that 'the'DARS are purveying "exclusive",

content, giving the SDARS more money purchase such content away from terrestrial radio — as

Sirius did with Howard Stern — means that fewer people — not more — actually receive the

programming.

89. Finally, the SDARS suggest that higher.rates will.not lead to the creation of more,

creative works, SDARS FOF at g 163-169. As an initial. matter, it is the furidamental premise

underlying and animating all of copyright law that there is. a direct correlation between
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compensation and the production of creative works. See SX COL at tttt 32-37. The record

confirms that that same principle is true here as a matter of fact, as the following testimony from

Mr. Kushner makes plain:

Q: Now how does the rate that's being set in this
proceeding fit into the overall digital business model that Atlantic
and Warner?

A: Well, the ability of the record business to be
able to create a robust digital future isn't solely dependent on
iTunes and Rhapsody and Napster. It's dependent on our ability to
get properly compensated for all of the other places where our
music is being exploited in the digital sphere and that would
certainly include satellite radio.

Q: What's the relationship between the
compensation you receive and your creative output?

A: The relationship is direct to a point which is
that if in a particular year our sales are down, our income is down,
when we go to do our budgeting for the following year, there won'
be as much money made available to us for AAR investment or for
marketing investment. So we'l have to sign fewer artists and put
out fewer records.

6/26/07 Tr. 122:9-123:11. This point is confirmed by basic economics, as well as repeated

testimony by multiple witnesses. SX FOF at )tt 781-788; 6/18/07 Tr. 110:9-111:3 (Eisenberg);

Chmelewski WDT at 3, SX Trial Ex. 64; Id. at 11-12.

90. The SDARS'laim that any revenue from the statutory license is "incremental" is

both belied by the sums in controversy here (the difference between the two rate proposals) and

the law itself. As the CRT has previously held, incremental revenue does stimulate creation,

thereby maximizing the availability of copyright works, and sound recording copyright owners

are entitled to fair compensation not only from other revenue streams, but also from this one.

Jukebox CRT, 46 Fed. Reg. at 888-89.
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B. Factor 2: A Fairer Return to Copyright Owners and a Fair Income to the
Copyright User

91. The SDARS go to great lengths to argue that a near zero royalty rate provides a

fair return to copyright owners, and that a rate can only provide a. fair income to the SDARS if it

ensures that no matter how much the SDARS spend on other content and other parts of their

business, the SDARS will have positive net income by the last year of the last term. SDARS

FOF at $ 195-200, As discussed in more detail in SoundExchange's Reply Conclusions of Law,'he
SDARS'nalysis of the second statutory factor is infected. with multiple errors of law that

render the discussion in their proposed Findings of Fact wholly irrelevant.

92. At bottom, the SDARS'rgument presents a basic choice — is a rate that provides

a "fair return" to the copyright owner and a "fair income" to the copyright user more likely to be

one that is relatively consistent with (though not identical to) rates that would be negotiatedi'he
free market, or one that is near zero because the SDARS Havh already spent all of their spare

cash on less valuable non-music programming and have an accumulated deficit. As discussed in

SoundExchange's Reply Conclusions of Law and below, the SDARS'rguments are foreclosed

as a matter of law and fact.

1. The Second Statutory Factor Compels ( onsideration of Marketplace
Rates

93. Prior decisions interpreting the: second factor have all concluded that it requires

consideration of marketplace analogies and is best satiqfieP by a ~@ke(place rate.

SoundExchange COL at Section IV.B; SoundExchange RCOL at Section V.B. As Dr. Ordov'er',

and others have explained, the market itself is the best measure of fairness. Ordover WRT at 25-

26, SX Trial Ex. 61. Even Dr. Noll appears to concede that a marketplace rate in a workably

competitive market is in the range of fairness„SDARS FC)F at $ 180.
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94. As discussed in more detail in what follows, SoundExchange has provided the

Court with numerous marketplace benchmarks, which show both what copyright owners and

performers earn in other analogous markets and what the SDARS themselves are willing to pay

for far less valuable content. SX FOF at 1'05-13. In contrast, the SDARS expressly do not

rely on benchmarks, market-based or otherwise, to establish fairness. SDARS FOF at It 867.

Even so, the SDARS recognize that a rate agreed to by the parties to a voluntary negotiation is

likely to be "fair" within the meaning of the statute, SDARS FOF at $ 867, thus tacitly conceding

that market-based rates provide evidence of fairness.

95. The SDARS argue that any rate above zero would be a "windfall" for copyright

owners and performers because record companies would still make sound recordings and

disseminate them in other markets if they received nothing from the SDARS. SDARS FOF at It)

180-82. That argument is both wrong as a matter of law and inconsistent with the record in this

proceeding.

96. As discussed in more detail in SoundExchange's Reply Proposed Conclusions of

Law, prior tribunals have repeatedly rejected the arguments the SDARS make here, including the

suggestion that, because record companies and performers have other income streams, they

should not be compensated above a zero rate for the statutory license. Jukebox CRT, 46 Fed.

Reg. at 889 ("We reject the contention that copyright owners are paid for jukebox performances

by mechanical royalties derived from record sales. We recognize that performing rights are

distinct from recording rights. The Congress has determined that copyright owners are entitled

to be paid reasonable fees for both.").

97. Thus, the SDARS'onjecture (supported by no testimony at all) that the record

companies are already receiving a competitive return on investment is irrelevant. SDARS FOF
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at $$ 228-36. But even if it were relevant, the evidence in the record demonstrates that the

record companies today and in the future will earn a competitive return on investment only if

they receive significant revenues from services, such asithe SBARS, that are making a massive

use of sound recordings and are replacing other forms of consumption of sound recordings. SX

FOF at $ 1247-1254. A fair return on the rights at islsud hele ils nest reduced because 'the revenuesi

are "incremental"; all record company revenues can be labeled "incremental." To the extent that;

they have not had a big impact on record companies ito date (SDARS FOF,at $'lI 232t35), that is,

because the SDARS have been small and have paid very little to date, not because the revdnuks I

are not today and will not in the future be necessary income for the record industry. SX FOF at

146-55. Indeed, as Mr. Kushner testified, the division of digital revenues including from public .

performances by the SDARS are an increasingly important issue in negotiations between record .

companies, artists, and managers. 6/26/07 Tr. 156:15-157:12 (Kushner).

98. The SDARS argue at length about the record companies.manufacturing,:

distribution, and marketing costs — conceding that record companies spend billions of dollars ~

each year, far in excess of what the SDARS spend, on creating the sound recordings: that the

SDARS use — but to what end is unclear. SDARS FQF at '$$ 219-22. If dollars spent are the'easureon this statutory factor (and they should not be), the record:companies would win) halndd

down. See SDARS Trial Ex. 14 (SONY BMG financials) (showing.total investment exceed ~

[~ I billion in 2006); SDARS Trial Ex. 35 (WMG. 10-.K). (showing total investment exceeding

[~ I billion in FY 2005); Ciongoli WDT at 2, SX Trial Ex. 67 (showing UMG's investment of

[~l billion in 2005).

99. It is ironic that after claiming credit for virtually every expense that the SDARS

have ever made, they would challenge as irrelevant Universal.Music Group's expenditures'n
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marketing, manufacturing, distribution and overhead. SDARS FOF at g 218-222. The SDARS

claim that such costs are irrelevant because, as they see it, they are not related to creating sound

recordings. Id. That claim misses the entire point ofMr. Ciongoli's testimony. With respect to

marketing, for example, Mr. Ciongoli explained that "in the recording industry, 'marketing'oes

not refer simply to the marketing of our CDs and other physical products. Rather, it is a much

broader concept that is best thought of as 'marketing'ur artists to their target audiences, turning

new songs and albums into 'hits,'nd turning new recording artists into 'stars.'" Ciongoli WDT

at 5, SX Trial Ex. 67. Marketing is thus a multi-faceted — and enormously expensive and risky—

undertaking on the part of the record companies to popularize sound recordings with their target

audiences. Id. at 2-3. And it is precisely that popularity on which the SDARS trade. Their

services are popular because their subscribers want to hear the music that the artists have created

and the record companies have popularized.

100. Thus, Mr. Ciongoli emphasized that "it is important to note that virtually all of the

costs that I discuss are directly or indirectly necessary for the satellite radio services ("SDARS")

... to have the sound recordings they use to attract subscribers to their services. Even costs

associated with our physical sales fall in this category: without the revenues from physical sales,

we would not be able to finance the production of new sound recordings or the associated

marketing needed to create new popular music." Id.

101. In the end, these arguments about who has spent more provide little assistance in

evaluating the second factor. This statutory factor requires consideration of what record

companies and artists would ordinarily receive in a free market for similar rights and what the

SDARS themselves freely pay for other, less valuable content. A rate that comports with those

measures necessarily would be one that provides both a fair return and a fair income.
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2. The SDARS'oncept of a "Fair Income" Is Actually a Guaranteed.
Profit

102. The SDARS argue that the second factoil retluiies lthel setting of a tate that ensures,

that the SDARS receive a fair return on all of their investments, no matter what those

investments are and no matter their time horizon, within the period of the license. They then

look at the SDARS'rojected net income, and, based the SDARS'evisions to Dr. Noll's .

analysis, argue that even at a zero rate, the SDARS will not have net income at the end of the

period. SDARS FOF at $$ 183-204. Thus, they claim, a near-zero rate is required.

103. Once again, the SDARS are promoting a false metric. to the. Court. There i6 nd

rate that the Court could set — other than one in which SoundExchange paid the SDARS — &at

would satisfy the SDARS'ade-up criteria. That does. not suggest that the SDARS are "fragile"

— it merely demonstrates that the metric that the SDARS have provided to the Court has no value

whatsoever. Indeed, by the standard that the SDARS have established, none of their agreements

for non-music content would offer them a "fair return" because each causes one of the SDARS to

expend more money during a period when the SDARS already have na net income.

104. As the Court has repeatedly noted, sound recordings,are, just one of many costs

that the SDARS have and the impact of sound recording royalties is but one piece that affects. the

SDARS'ottom-line. 8/1 6/07 Tr. 77:20-82:2 (Noll). It isl not Se rdle lof the second statutory

factor to require that copyright owners and performers to effectively pay for every dollar the

SDARS may choose to spend on other things. Indeed,;the SDARS'; interpretation of the second

statutory factor is a "guaranteed profit" standard, not a "fair income" standard. The SDARS

appear to concede as much. SDARS COL at $ 135 (discussing a "'profitability'tandard of .

fairness").
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105. As discussed in more detail in SoundExchange's Reply Conclusions of Law, no

prior tribunal has ever suggested the interpretation advanced by the SDARS here, and all prior

tribunals have found that the second statutory factor points to marketplace rates. SX COL at

$ 43. Indeed, contrary to the SDARS'uggestion that their payment of marketplace rates for

everything else in their businesses means that they have nothing left over to pay sound recording

royalties, courts have regularly found that the fact that copyright users pay marketplace rates for

all of their other inputs counsels against moving away from a marketplace rate when applying

the $ 801(b) factors. Jukebox CRT, 46 Fed. Reg. at 889 ("The jukebox industry pays reasonable

market prices for all other goods and services they require.").

106. The flaws in the SDARS'laimed metric become even more apparent when one

views the repeated statements of the SDARS'wn witnesses in this proceeding and the SDARS

Q themselves in their merger filings before the FCC. The SDARS emphasize that they are in

business to earn returns in the long-run, investing large amounts today and into the future and

perhaps even pricing below levels that they otherwise could, in order to build their subscriber

base and earn very significant revenues in the future. SDARS FOF at It 186 ("The nature of the

satellite radio business is such that the SDARS had very high up-front costs with the possibility

ofvery large incremental returns in the future."); SX Trial Ex. 106 at Ex. A, II 77, 81, 118 4

App.

107. Because the SDARS'guaranteed profit" standard has no basis in the law, the

SDARS then argue that the second statutory factor requires the Court to set a rate that will satisfy

the SDARS'nvestors, whom Mr. Musey claimed would be disappointed if the sound recording

royalty rate resulted in a delay in the SDARS becoming free cash flow positive (which the

SDARS claim is the "metric that most closely translates into return on investment," SDARS FOF
45

Public Version

105. As discussed in more detail in SoundExchange's Reply Conclusions of Law, no

prior tribunal has ever suggested the interpretation advanced by the SDARS here, and all prior

tribunals have found that the second statutory factor points to marketplace rates. SX COL at

'II 43. Indeed, contrary to the SDARS'uggestion that their payment of marketplace rates for

everything else in their businesses means that they have nothing left over to pay sound recording

royalties, courts have regularly found that the fact that copyright users pay marketplace rates for

all of their other inputs counsels against moving away from a marketplace rate when applying

the $ 801(b) factors. Jukebox CRT, 46 Fed. Reg, at 889 ("The jukebox industry pays reasonable

market prices for all other goods and services they require.").

106. The flaws in the SDARS'laimed metric become even more apparent when one

views the repeated statements of the SDARS'wn witnesses in this proceeding and the SDARS

themselves in their merger filings before the FCC. The SDARS emphasize that they are in

business to earn returns in the long-run, investing large amounts today and into the future and

perhaps even pricing below levels that they otherwise could, in order to build their subscriber

base and earn very significant revenues in the future. SDARS FOF at $ 186 ("The nature of the

satellite radio business is such that the SDARS had very high up-front costs with the possibility

of very large incremental retiuTis in the future."); SX Trial Ex. 106 at Ex. A, tt 77, 81, 118 4

App.

107. Because the SDARS'guaranteed profit" standard has no basis in the law, the

SDARS then argue that the second statutory factor requires the Court to set a rate that will satisfy

the SDARS'nvestors, whom Mr. Musey claimed would be disappointed if the sound recording

royalty rate resulted in a delay in the SDARS becoming free cash flow positive (which the

SDARS claim is the "metric that most closely translates into return on investment," SDARS FOF
45



Public Version

at $ 209) by a single year — which is all that SoundExchange's rate proposal would do. 'SX~ FO~F ~

at $ 1102. Mr. Musey even argues that the Court must concern itselfwith investor "psychology" ~

because investors may have doubt on "current management's credibility and/or ability to project

their results." SDARS FOF at $ 210.

108. Mr. Musey's analysis fails on multiple grounds. First, as discussed in

SoundExchange's Proposed Conclusions of Law, Mr. Musey's c)aim that the Court should

ensure that the target stock price remains what investors hope,it mill,be,is little more than an 'rgumentthat the Court cannot increase cost in any way — an argument,repeatedly rejected by

prior tribunals. SX COL at $$ 60-62. Moreover, the SDARS have repeatedly pushed out their.

projections for when they will be cash flow positive — including by making large investments in .

other content — and those decisions have not threatened the viability of the companies or their

ability to earn fair returns. Herscovici WRT at $ 91,. SX Trial;Ex. 130., The stock price,has

increased and decreased significantly over time, and there is no evidence that "investor

psychology" has been so shaken in a way that prevents &e SDARS from earning a fair return or

that is disruptive. SX FOF at $ 1022. Once again, with Mr. Musey's testimony, the.SDARS are i

giving the Court a false metric to justify a near-zero rate.

109. But even if the Court were to accept the SDARS'wn measure, it is clear from

Mr. Musey's analysis, as discussed in SoundExchange's proposed Findings, that investors will

not suffer a crisis of confidence as a result of a royalty rate of.the type proposed by

SoundExchange. SX FOF at $ 1117-24. Under Mr. Musey's.own analysis, a royalty rate of~
~] would result in investors earning returns, through, stock,appreciation, of,10-,25% over an

18-month period. Id. It is absurd for the SDARS to argue that this should be a subject of

disappointment to investors.
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110. The SDARS'ast argument for a near-zero royalty rate is perhaps their least

compelling — that the SDARS deserve an additional reduction in the rate they pay for sound

recordings because they also expend large sums on non-music programming. SDARS FOF at $$

211-15. This is simply a variation of the SDARS'rimary argument that they cannot afford to

pay for sound recordings because they have spent all their money on other content. But nothing

in the second statutory factor — which, as the 1981 Mechanicals CRT found, was intended to

ensure that copyright users could enter the market, not to ensure that they could have additional

money to spend on other types of content, SX RCOL at Section V.B — suggests such a result, and

this argument is in no way connected to a "fair income" for the copyright user. Indeed, this is

another example of double counting by the SDARS — they first reduce their benchmark to adjust

for non-music programming (as all the experts do) and then want an additional discount for the

same thing on this statutory factor.

111. Finally, the SDARS claim that the record companies already are earning a

competitive return, and they contrast this with the SDARS'urportedly dire financial condition.

They point, for example, to the fact that Warner Music Group increased its revenues by $65

million from 2004 to 2005 and by $ 14 million from 2005 to 2006. SDARS FOF at/230. That

is an increase of only 1.9% in 2005 and only 0.4% in 2006. One has to wonder what the

SDARS'oint is. In sharp contrast to WMG's declining fortunes, from 2004 to 2005 XM's

revenue increased $314 million — an increase of 128% — and Sirius's revenue increased $ 175

million — an increase of 260%. Herscovici WRT at App. I, SX Trial Ex. 130. The following

year, when WMG increased its revenue by $ 14 million (0.4%), XM increased its revenue by

$375 million and Sirius increased its revenue by $395 million — an increase of 163%. Id. These

numbers tell a very different story than what the SDARS pitch in their findings of fact.
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112. And it does not stop there. Like XM and Sirius, WMG also has a significant

accumulated deficit — $516 million as of the end of fiscal year 2006.. SDARS Trial Ex. 35 at SE;

0214110 (WMG 2006 10-k). XM and Sirius point to their debt loads, but WMG has a higher,

debt load than XM and Sirius, with long-term debt as ofi the end af fiiscail year 2006 of more than;

$2.2 billion. SDARS Trial Ex. 35 at SE 0214134 (WMG 2006 10-k). In contrast, as of the end'f
2006, Sirius had only $ 1.1 billion in debt. SDARS Trial'Ex. 69 at 21.'(Sirius 2906 19-k). The

interest rates of WMG's recent indebtedness exceed,. in some cases, that ofithe debt that Sirius

was able to access in mid-2007. Id. XM and Sirius also suggest.that their.stock prices and

market capitalization reflect significant risk, but WMG's stock prices has fluctuated significantly:

and its market capitalization is actually less than that ofXM and Sirius. See inPa Section

III.D.6.

113. The SDARS'se of Sony BMG's financlial huihbdrs is nio better.;In an effort to .

show the purportedly healthy returns that Sony BMG is enjoying, the SDARS point to a ~;
] increase in on-line digital revenue and a [ j dollar increase in mobile

revenues. SDARS FOF at $ 231. These numbers are meaningless in isolation. The record

shows — and the SDARS ignore — that, in reality, SONY BMG has seen its total net revenu'e

decline from [ ] in2000to [ ] iit. 2(06 (Q nogigal Pollard), despite the

fact that BMG acquired another significant label (Zomba) in 2002. SDARS Trial Ex. 14 af

SE0203204. From 2000 to 2006, SONY BMG had [ ] Id.

3. The Record Is Replete With EViddncb tblat thel SDARS Service and the
SDARS'se of Music Substitutes forl Otlhei Sales of,or Revenues
From Sound Recordings

114. The SDARS assert that a fair return for copyright holders is a "near-zero" rate

because their service is not substitutional for other forms of music. SDARS FOF at $$ 237-318.
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before this tribunal and in a report written by the same consulting firm (CRA International) that

employs Dr. Woodbury, argued with equal vigor to the FCC that their service is substitutional.

SX Trial Ex. 106 (SDARS'omments in support of their proposed merger). Indeed, it was a

main thesis of that document that consumers substitute away from CDs and other forms of music

when they get satellite radio, thereby demonstrating that the SDARS competed with those forms

of music. SX Trial Ex. 106 at 37 ("Satellite radio competes with and is substitutable for

numerous other audio entertainment services and devices."). As Dr. Herscovici explained, it is a

basic tenet of antitrust economics that competition means substitution: by definition, products

that compete do not promote each other. Herscovici WRT at 10, SX Trial Ex. 130; 8/29/07 Tr.

230:11-231:15 (Herscovici).

115. The contrast in the statements between the documents is remarkable:

SDARS FCC FILING
"[There is] substantial substitution among
satellite radio and various other audio services
and devices." SX Trial Ex. 106 at 37.

SDARS CRT FINDINGS OF FACT
"[There is no] causal effect between listening
to satellite radio and any decline in purchases
[of CDs and music downloads]." SDARS FOF
at 24 n.4.

"[W]hen people activate a satellite radio
subscription, they substitute satellite radio
programming for other audio entertainment to
which they historically listened." SX Trial Ex.
106 at 37.

"There is no evidence of any correlation
between time spent listening to SDARS and
numbers of CDs purchased." SDARS FOF at

tt 273.

"Usage data from Sirius and XM demonstrate
that there is substantial demand substitution
between satellite radio and other audio
entertainment devices." SX Trial Ex. 106, Ex,
A at 12.

"Displacement of Time Spent Listening to CDs
Does Not Demonstrate Decreased CD or
Digital Purchases." SDARS FOF at tt 273
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116. The SDARS'indings fail even to mentr'on thelir rherger'comments, let alone

venture an explanation as to how they could have taken'directly contradictory positions before

the FCC and this tribunal.

117. The record evidence Iin this case clearly establishes that the SDARS'ubmission

to the FCC was accurate.

a. The Mantis Survey Shows 'The S:DARS Are Substitutional.'18.
The Mantis survey used a rigorous, conservative, and well-accepted methodology

to establish precisely what the SDARS argued to the FCC: satellite radio substitutes for music

purchases. Compare Mantis WRT at 2,, SX Trial Ex. 132 ('"I S]ateliite radio has a substitutional

effect upon music purchases.") with SX Trial Ex„136 at 37 ("IThere is] substantial substitution

among satellite radio and various other audio services and devices....") (SDARS'erger

comments). And while the SDARS criticize the Mantis survey and the copious evidence of

substitution in this case, it is telling that they have declined to conduct their own study on the

question, perhaps realizing that it would be counterproductive for their arguments before this

tribunal.

119. The bulk of the SDARS'ritique is that the MantIIs survey was leading. The

record shows otherwise. At the outset, the: SDARS ignore the fact that Mr. Mantis found that

only 2.6 CDs/year out &of the total reduction of 8.0 CDs/year he found could be attributed to

satellite radio. SX FOF at $ 691. That modest percentage is hardly consistent with a survey that

supposedly led respondents to cite a substjitution effect. As the figure below shows, the

percentage change that the Mantis survey attributes to Satellite radio is abut a fraction of the total

change the survey measured.
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Far From Being Leading, The Mantis Survey Found That Only A
Portion of The Reduction In CD Purchases Was Due To Satellite Radio
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120. Mr. Mantis explained that the kind of "before and after" survey he conducted is

extremely common in the field of consumer research, and is understood to be just as reliable as

contemporaneous diary surveys, in which respondents are told to keep track of their purchases of

certain products then explain why they changed their purchase behavior. SX FOF at $ 676. The

SDARS had the opportunity to cross-examine Mr. Mantis, and they presented no evidence

demonstrating that before and after surveys are leading. Instead, they argued that the survey is

leading because the barest fraction of respondents (approximately 4%) said that satellite radio

was not the cause of their changed purchases, and that other respondents used pronouns like "it"
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when describing why they purchased fewer CDs. SDARS FOF at tI 249. These arguments are

refuted by the evidence.

121. First, as Mr. Mantis explained, as a matter of consumer research technique,:his

survey used the "standard, routine," and indeed necessary,,approach, for, getting at the

respondent's reasons for changing behavior. Mr. Mantis stated:

The question is not, "Tell me how satellite radio has caused you to purchase fewer
CDs." That's not the question that was used heipe. IThk q0estiori usled here ta
make the question consistent with the pre/post test places catha timeframe that you
want the respondent to look at, and that is: whyo'id you purchase fewer before
the event and after the event? Without stating what the event is, the question,
again, is meaningless and the pre/post test would fail. Again, this is a:standard,:
routine question used in pre/post testing.

8/30/07 Tr. at 231:1-14 (Mantis).

122. Second, the Mantis survey employed a follow-up probe that asked if the

respondent had "any other reasons" for explaining the change in ibehavior. Mantis WRT at App.i

B at 2, SX Trial Ex. 132 (emphasis added). That probe made no mention of satellite radio~ and

thus is not leading in any conceivable way (nor do the SDARS contend, that it is).. When the'DARS
quote from the Mantis survey, they invariably omit this foll'ow'.-up'prompt. E.g.,

SDARS FOF at $ 249.

123. Third, as Mr. Mantis explained, he only counted a response as being related to.

satellite radio where the respondent solely cited satellite radio-related reasons for the change in

their purchasing behavior. Thus, in order for the survey ta have had any meaningful leading

effect, the respondent would have had to have been leds to give a satellite radio related answer in,

the first part of the control question, and then to have suppressed his "true" reason when thenl

interviewer asked ifhe had any other reasons. SX FOF at $ 684. The SDARS have not
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explained — nor could they — how the survey results could be biased given this conservative

methodology.

124. Fourth, in defending his own survey, Dr. Hauser testified that the mere fact that a

choice is suggested to a respondent will not cause the respondent to select it when he otherwise

would not. When Dr. Hauser was asked if respondents would be likely to give points to features

in his constant sum survey simply because they were listed, Dr. Hauser said that his "survey is

self-correcting" and because respondents "could have given [the suggested option] zero,"

8/21/07 Tr. at 272:15-20. (Hauser). If Dr. Hauser's respondents were capable of not being led to

a particular answer simply because the question referred to it, then so were the Mantis survey

respondents. Indeed, as noted above, and unlike the Hauser survey, the Mantis survey followed

the allegedly leading question with a neutral prompt for additional reasons, thus giving the

respondent an entirely neutral second opportunity to answer the question.

125. Fifth, if the survey had been leading, one would have expected to see the same

percentage of reducers and increasers to cite satellite radio as the cause for their change, because

the questions put to them were identical (save for the words "more" or "fewer" as appropriate).

Yet "if you look at the data very, very closely, and you look at the satellite radio responses given

by those individuals that fall into Category 1 ... you find that you don 't have the same number or

proportion of satellite radio Category 1 responses in Category 1 for those that purchase more.

The data are asymmetrical." 8/30/07 Tr. 229:16-230:3 (Mantis) (emphasis added). Thus "[ijf

there were any bias, leading, or suggestive nature of the question, it would affect respondents

that indicated that they purchase fewer with the same frequency as it would affect respondents

that indicated that they purchase more. That 's not the case. The data do not support the
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contention that the question is leading or suggestive." 8/30/07 Tr. 230:4-11 (Mantis) (emphasis

added). Again, the SDARS have offered no explanatioh to coiintler this point.

126. The SDARS also clai:m that respondents wduld be uniable to determine how many

CDs they purchased in a "typical three month period" before and after getting satellite radio.

SDARS FOF at $ 259..Again., their claim rests on bare assertion: as Mr. Mantis testified, such

questions are a fixture of consumer research, and found to be just as accurate as

contemporaneous diary studies—indeecl, pre/post studies of the type Mi. Mantis conducted were

found to be so accurate that they have largely replaced the Noire expensive'iary studies in the

field of consumer research. 8/30/07 Tr. at 239:19-242:10 (Mantis).

127. The SDARS should know this: Sirius's own Customer Satisfaction Monitor asks

respondents "Now, thinking back before you got your Sirius satellite radio, approximately what

percent of the time in your vehicle was spent listening to each one of these — AM radio, FM

radio, CDs, cassettes, MP3 players? And what percent of the time were you listening to

nothing?" SX Trial Ex. 35 at 26. Sirius believes that consumers could answer this question:

their survey witness, Ms. EIeye, testified theat that the Customer Satisfaction Monitor "is used in

the ordinary course of busjiness by Sirius'anagement in making business decisions." Heye

WDT at $11, SIR Trial Ex. 37. In fact, the: Mantis survey provided more accurate data thap tPe

Sirius survey because it askecl consumers to consider a typicall three months period, which Mr.

Mantis explained "gives the individual the opportunity to look at a period of time that they can

assess reliability, and also that period of time, whether it's typical, and, therefore, the average

three-month period." 8/30/07 Tr. 180:3-8 (Mantis). The Sirius survey lacked any such focusing'eriod.
Public Version
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128. Likewise, while the SDARS criticize the Mantis survey for not asking how many

CDs the respondent bought "immediately before" getting satellite radio, the Sirius survey cited

above likewise places no such limitation. And as Mr. Mantis explained, such a limitation would

be "inappropriate": respondents are asked to pick a typical three-month period, because directing

them to a particular time would not ensure that the study considered a period of time in which the

individual had purchased a typical amount. 8/30/07 Tr. at 217:19-219:16. (And one imagines

that if Mr. Mantis had asked respondents to state how many CDs they purchased "immediately"

before getting satellite radio they would have protested (a) that the question was leading, and (b)

was likely to provide a skewed view of the respondent's purchases, rather than an assessment of

average purchases).

129. The SDARS also assert that Mr. Mantis's survey is unreliable because he coded

the answers himself. SDARS FOF at tt 262. Again, this is simply bald assertion. Mr. Mantis

included every single one of the verbatim responses and the coding decisions he made in his

report. There is no room for hidden bias.

130. The truth is that Mr. Mantis used an extremely conservative coding scheme in

which respondents who gave reasons such as "More variety on satellite radio" or "Well I think

most of the music I listen to is on satellite," were not included because they also gave non-

satellite radio reasons. SX FOF at II 688. As Mr. Mantis explained, coders will always come to

slightly different conclusions in making coding decisions, but that does not mean that the survey

results are unreliable. 8/30/07 Tr. 232:12-233:4 (Mantis).

131. In sum, the Mantis survey demonstrates what the SDARS have argued to the

FCC: satellite radio is substitutional for CD purchases. The survey also stands in stark contrast

to the utter absence of contrary survey data commissioned by the SDARS to support their claim
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in this Court that their service is promotional. Although it:is inconvenient for the SDARS to

admit here what they have advocated elsewhere, that does not affect the reliability or results of

the Mantis survey.

b. The SDARS'istening Surveys Show That The Service Is
Substitutional, As Does The NARM Survey.

132. The SDARS'laims become even more.tendentious when they try to. argue that

their own listening surveys do not show that their services are substitutional. SDARS FOF at

$ 272. Again, the SDARS neglect to tell this Court whht they'ol'd the FCC: "usage'datp from

Sirius and XM demonstrate that there is substantial demand substitution between satellite radio

and other audio entertainment devices." SX Trial Ex. 106, Ex. A at.12.(emphasis added).,The

data to which they refer in the public redacted version of their FCC filings is, of course, usage

data from their own internal surveys which show that CD/MP3 listening drops by about 2IBrds

on average after a customer gets satellite radio—and all of that time. is replaced by satellite radio'.

SX FOF at g 696-699 (SDARS surveys show listening time to CDs and MP3s decreases by .

[~ I (XM) and I~ I (Sirius) upon getting satellite radio). Amazingly, before the FCC, Dr.

Woodbury's firm argued that this data showed substitution (SX Trial Ex. 106, Ex. A at 12) and .

Dr. Woodbury argued to this Court that the very same data showed promotion. Woodbury WRT

at 42 and Ex. 11, XM Ex. S.

133. The SDARS'nly response in their proposed findings is to.argue that usage data i

does not show substitution because CDs and satellite radio are not perfectly substitutab1e.: That:

misses the point: while there may not be 100% substitution between the two services, there isl

plainly — to use the SDARS'ords — "substantial demand'ubstitution." SX Trial Ex. 106, Ex.

A at 12.
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134. Likewise, although the SDARS seek to run from the compelling evidence of

substitution in the NARM survey, that survey provides further corroboration of the substitutional

effect of the service. The SDARS begin, as usual, by asserting bias, implying that NARM's

members for some reason hope that SoundExchange would prevail in this case. SDARS FOF at

'II 244. Yet the SDARS neglect to note that the survey was not commissioned for this litigation

but was rather a course ofbusiness survey used by a large trade organization. Wind WRT at 20,

SX Trial Ex. 129. The SDARS have not explained why an independent survey would be biased

against their claims in this proceeding (albeit consistent with their claims to the FCC).

135. Moreover, NARM is made up of large retailers like Amazon, Circuit City, and

Target, all ofwhom sell satellite radio products as well as other forms ofmusic. Wind WRT at

20, SX Trial Ex. 129. Indeed, that is presumably why they chose to examine the buying habits of

satellite radio listeners in the first place.

136. In any case, the SDARS'roposed findings are noticeably devoid of any actual

criticism of the NARM results. Those results showed that satellite radio listeners were

substantially less likely to purchase CDs and MP3s than terrestrial radio listeners, and that nearly

S5% of satellite radio listeners said that the reason they bought less music was that "they were

satisfied listening to the music on satellite radio." SX FOF at $'II 702-703 (emphasis added).

137. Instead, the SDARS claim that the study is invalid because the circumstances

surrounding it are supposedly "unilluminating." SDARS FOF at $ 244. It is not obvious what

additional illumination the SDARS seek: the record shows that the survey was commissioned by

an independent group for its own business purposes, conducted over the internet, and that it

incorporated the responses of 3,136 consumers including 326 who listened to satellite radio.

Wind WRT at 20-21, SX Trial Ex. 129.
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138. If the SDARS truly believed that the "demographics" of the survey respondents

made the survey unreliable, or that further "statistical anlalylsis't'buld lead to a different result,

SDARS FOF at tt 244, they could have cross-examined Dr.; Wind;to make those points, as the

SDARS were provided with the necessary information in discovery to explore such claims.i

They did not do so because that course of action would have been unfruitful, and their

unsubstantiated claims of bias and unreliability should riot be credited..

139. That absence of substance is indicative of the SDARS'ntire argument

concerning the substitution effect. It is SoundExchange. that has provided all of the empirical i

evidence on this question: the Mantis survey, the NARM survey, the! XM and Sirius listening

surveys, as well as Dr. Wind's survey, which Dr. Herscovici and Dr. Pelcovits both r'eviewed,,

discussed, and found reliable. SX FOF at g 694-695.;

140. In the face of the overwhelming quantitative evidence showing substitution, the

SDARS retreat to their anecdotal evidence about records companies'romotional efforts — zmostlyi

a few "thank you" emails from bands whose work was featured on satellite radio.: SDARS FOF

at $$ 282-317. Leaving aside the fact that these claims conflict with their FCC filing, their

anecdotal evidence proves nothing and is overwhelmed;by the quantitative:evidence:that

SoundExchange has presented. The SDARS'necdotes only accentuate the SDARS'ailure to

present quantitative evidence of their own. See supra. And in any case, the unanimous

testimony of the record executive and artists before this. Court. is that satellite radio does not have

a net promotional effect on the sale of sound recordings. See generally SX FOF at g 707-713

141. Dr. Herscovici rebuts the SDARS'necdotal evidence in his written rebuttal

testimony, and much of this rebuttal is contained in SoundExchamge.Proposed Findings: of Fact.

SX FOF at $$ 716-78; Herscovici WRT at 8-10, SX.Trial Ex. 130. No one disputes that record
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companies can work with a satellite radio provider to promote a particular artist or track.

Herscovici WRT at 8, SX Trial Ex. 130. The SDARS'wn evidence shows this is done, on a

case-by-case basis, often through interviews, live performances, and similar arrangements.

SDARS FOF at tI 294-95. In those circumstances, on a case-by-case basis, the SDARS and the

record companies include exchanges of value beyond the statutory license. SDARS FOF at 292-

295; Herscovici WRT at 8-9, SX Trial Ex. 130.

142. But that the SDARS and record companies and artists may be able to reach

agreement on marketing efforts that are mutually beneficially says nothing about the impact of

satellite radio overall, on a catalog-level for an entire record company, or an individual track

basis. Herscovici WRT at 8, SX Trial Ex. 130.

143, Indeed, the record evidence shows that record companies spend little time and

few resources promoting sound recordings to the SDARS. As Mr. Kushner explained, within the

overall marketing spend of record companies such as Atlantic Records, virtually nothing is spent

on satellite radio. 6/26/07 Tr. 112;8-17 (Kushner). Little or nothing is spent on satellite radio

promotion because record companies do not believe that satellite radio is an effective way to

reach a large number of consumers in a short period of time. 6/26/07 Tr. 112:18-22 (Kushner).

144. As was explained repeatedly by witnesses for SoundExchange, record companies,

recording artists, and performers do not view satellite radio as increasing sales of sound

recordings. SX FOF at 1'07-14. Indeed, in the very marketing plans that the SDARS tout, it is

clear that satellite radio is of almost no importance. SX FOF at 711-14; 6/21/07 Tr. 52:12-19

(Renshaw); SDARS Trial Ex. 23. As explained by Simon Renshaw, satellite radio is "really

close to the bottom of the list" of media outlets used to promote artists. 6/21/07 Tr. 40:14-18

(Renshaw).
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145. The suggestion that record companies seek airplay or provide some CDs to the

SDARS provides little on which to base a conclusion about promotion. This Court rejected the I

\

same anecdotal evidence in the Webcasting proceeding. 8"ebcasting II, 72 Fed. Reg. at 24095.

To be sure, satellite radio companies receive a benefit by receiving CDs, and record companies

receive royalties if they are played; such behavior does not demonstrate that satellite radio

promotes the sale of sound recordings in other channels. As Dr. Herscovici explained, the.record

companies have no ability to stop the substitution that occurs on satellite radio, even if theywere'o

refuse to provide their content. Herscovici WRT at 8-10, SX Trial Ex. 130. Mr. Bro'nfman

testified, however, that he would withhold his content ifhe were able and the SDARS were

offering a paltry royalty rate, precisely because he believes that the SDARS substitute for other'ormsof revenue for the record companies. Bronfman WDT at 8, SX Trial Ex. 59.

146. Even if airplay on satellite radio could be used.to promote sales of an individual

sound recording, that would not mean that satellite radio increases the sales of sound recordings i

overall or in the aggregate for a record company. Indeed, the evidence that does.exist suggests

that any impact of terrestrial radio airplay on sales is likely to be heterogeneous — helping 'some'rtistsand harming others. Herscovici WRT at 8, SX Tir. Ex. il30.

147. To the extent that airplay may be ofvalue to some sound recordings, record

companies and satellite radio companies have demonstrated that they can enter into individual

agreements to promote particular recordings. Such agreements show that a market can.adjust. for.

heterogeneity in the promotional impact of the SDARSi'ervice, abut also amplify that there is no

basis for discounting the royalties on all sound recordings for satellite radio. Hezscovici WRT at.

8-9, SX Tr. Ex. 130.
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148. Finally, arguments about the claimed promotional effect of terrestrial radio are

useless here. SDARS FOF at tt 285. First, Congress created the digital performance right in

sound recordings because it believed that services such as the SDARS would substitute for,

rather than promote, sales of sound recordings in a manner completely different from terrestrial

radio. SX RCOL at Section III.A. Second, the SDARS have produced no evidence to suggest

that the effect of satellite radio airplay and the effect of terrestrial airplay are the same.

149. In any event, the record shows that the value the influence of terrestrial radio on

sales of sound recordings has waned and continues to wane. 6/26/07 Tr, 111:2-16, 172:10-17

(Kushner), The value of terrestrial radio play is different for different types of artists. Terrestrial

radio play is not very significant on the sales of Rock sound recordings; touring and Internet

exposure are more important. For Pop and Urban music„ terrestrial radio remains an important

predictor of success. 6/26/07 Tr. 111:2-112:7 (Kushner). But record companies are spending

less on terrestrial radio promotion, particularly through independent promoters. 6/26/07 Tr.

175:12-20 (Kushner).

150. Amounts spent on promoting to terrestrial radio through independent promoters

make up a small and declining portion of overall record company marketing expenditures. For

Atlantic Records in fiscal year 2005, independent promotion was only [~] of the marketing

budget, down from [I~] of the marketing budget in fiscal year 2002. In contrast, music video

productions and cooperative advertising made up more than [~] of overall marketing

expenditures in fiscal year 2005. SDARS Tr. Ex. 49 (Breakdown of WMG marketing

expenditures).
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c,. Th:is Court Should Take The Substitution Effect Into Account
When Setting A Rate.

151. The SDARS'lternative argument is thaIt eon if &erie is a substitution effect, this

Court should not take it into account. SoundExchange's proposed findings explain in some

detail why this argument is wrong. SX FOF at $'(669-671, 720-25. Indeed, the SDARS'wn

witnesses agree that substitution is an opportunity cost for which copyright owners must be

compensated. SX FOF at '(671 (citing testimony from Drs. Noll, Woodbury, and Chipty on this

point). The arguments that the SDARS now employ to ask the Court to ignore the substitution

effect are unavailing and contradicted by the record evidence.

152. The SDARS argue th,at when a, consumer buys fewer CDs because of satellite

radio, that substitution:is only compensable to the extent that the consumer listens to music on

satellite radio. SDARS FOF at $$ 272-75 That is incorrect and, in any case, jimrnaterial given

that the evidence on substitution shows unequivocally that consumers are in fact listening

overwhelmingly to music, and other sound recordings, on satellite radio. First, in the

marketplace, a copyright holder would not care why a consumer bought fewer CDs upon getting,

satellite radio; satellite radio could not exist (and. cause its substitution effect) without music.

8/30/07 Tr. 20:5-17 (Herscovici). The sound recording copyright holder thus would insist upon

(and receive) compensation for the lost sales as a condition for granting use of the copyright that

makes satellite radio possible. SX FOF at $ 672.

153. Second, the Mantis survey provides powerful evidence that when consumers buy

fewer CDs because of,satellite radio, they do so because of satellite radio's music offerings, not

its non-music content. Of the 690 verbatim responses that Md. Mantis received, not a single one

cited the SDARS'on-music programming as a reason for changing purchase habits. 8/30/07
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Tr. at 192:21-193:3. In contrast, many of the responses specifically singled out music

programming as a reason for reducing purchases. See generally Mantis WRT at App. D, SX

Trial Ex. 132.

154. Third, the NARM survey also provides another measure showing that the

overwhelming cause of the reduction in purchasing of CDs derives from the music on satellite

radio. 85% of the respondents in the NARM survey said that they no longer purchased CDs

because "they were satisfied listening to the music on satellite radio." SX FOF at 1'02-703

(emphasis added).

155. Fourth, the record evidence is overwhelming that SDARS subscribers spend more

time listening to music on satellite radio than anything else. Sirius's and XM's surveys show

that music listening alone accounts for up to 67% of all listening. SX FOF at $ 386. These

percentages rise even higher when listening to kids and comedy programming is taken into

account. E.g., Wind WDT at 39, SX Trial Ex. 51 (showing 14% of all listening is to comedy and

kids channels). And they rise higher still, when one recognizes that other non-music channels

play a substantial amount of sound recordings. Herscovici WRT at 14-17 4, App. K, SX Trial

Ex. 130. Thus, based on both the NARM data and the listening data, it is clear that virtually all

of the substitution of sales of sound recordings derives from the music programming of XM and

Sirius.

156. Fifth, the arguments about substitution are directly contradictory to those made by

the SDARS in their own findings. In Dr. Woodbury's testimony and the SDARS'indings, the

SDARS argue that the Court must factor in his view that the existence of non-music channels

will promote the sales of sound recordings (and thereby justifies a lower rate). Woodbury WRT
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at 48-49, XM Ex. 8. If, in fact, non-mu:sic chapels contribute to substituti.on instead, Dr.

Woodbury's argument requires the Court to find that effect as justifying a higher rate.

157. The SDARS make two other arguments in Iiasking. First, they argue that the

evidence shows substitution only at the "industry level" and not at the level of individual record

companies. SDARS FOF at $$ 265-66. In Dr. Noll's vtieW, substitution is irrelevant because, in

a free market, individua.l record companies would compete with each other for revenues derived

from satellite radio performances and any potential promotional vah~ie and would thereby drive

the royalty rate down to zero.

158. As a threshold matter, it is worth noting that, after running from marketplace

analogies throughout their entire case, the SDARS seek to embrace them here. In any event, Dr.

Noll's analysis of the market is wrong as a matter of economic theory and refuted by evidencein'he
record.

159. There is no reason to believe that record companies would engage in some form

of mutual assured destruction — each seeking airplay on satellite radio so aggressively that th+

drive the rates down to a level where all of them lost money, to the tune of'hundreds of millions

of dollars per year in lost sales over the course of the license. As Dr. Herscovici explained,

while record companies may, on an individual track basis, find some promotional or other

benefit in satellite radio, such benefits are heterogeneous — they do not apply to all tracks in all

ways and no record company would. license its entire catalog for unreduced rates. Herscovici WRT

at $$ 23-24, SX Trial Ex. 130. T'e evidence:in the record,demonstrates that even when record

companies do direct license sound recordings for a perceived promotional benefit, they do not

discount royalties and i.ndeed, where additional benefits are being provided to the SDARSi,

actually demand the record companies ancl receive significant additi~onal payments. Herscovici
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WRT at 8-10, SX Trial Ex. 130. Finally, the record demonstrates that, even for those services

that the record companies believe are promotional — such as clip samples and music videos—

record companies demand and receive significant percentage of revenue and other compensation

(including [I] of revenue for clip samples and [Imgm] of revenue for music videos). SX

FOF at tttt 836, 612.

160. This evidence wholly refutes Dr. Noll's theory and demonstrates that there is no

basis to conclude that, in a free market, record companies would compete so much that they

would accede to royalty rate that would cause all of them to lose money.

161. The SDARS'econd passing argument is the non-sequitur that because SDARS

listening may also displace terrestrial radio listening, this Court should ignore the substitution

effect caused by CDs. SDARS FOF at gtt 276-281, In the first place, Congress has chosen to

O require the SDARS to pay for their use of sound recordings," the SDARS have no basis for

claiming a discount simply because Congress has not made the same choice concerning

terrestrial radio. Moreover, a change in terrestrial radio listening is irrelevant to the substitution

effect. SoundExchange's members lose $ 1.29 per SDARS subscriber per month because of

substitution from CDs. SX FOF at $ 721. Unless SoundExchange receives a royalty of at least

that magnitude, SoundExchange's members will lose money as a result of the compulsory

license, regardless of any substitution from terrestrial radio. See SX FOF Section IV.

162. As Dr. Herscovici found, although marketplace benchmarks are the best measure

of this second statutory factor, at a minimum, record companies must receive sufficient income

to offset the substitution effect. The data supplied by Dr. Mantis and other data that Dr.

Herscovici reviewed (including Dr. Wind's survey) demonstrates that the SDARS services in

2007 will result in approximately 37 to 40 million fewer CDs being sold. 8/30/07 Tr. 97:20-99:6
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license, regardless of any substitution from terrestrial radio. See SX FOF Section IV.

162. As Dr. Herscovici found, although marketplace benchmarks are the best measure

of this second statutory factor, at a minimum, record companies must receive sufficient income

to offset the substitution effect. The data supplied by Dr. Mantis and other data that Dr.

Herscovici reviewed (including Dr. Wind's survey) demonstrates that the SDARS services in

2007 will result in approximately 37 to 40 million fewer CDs being sold. 8/30/07 Tr. 97:20-99:6

65



Public Version

(Herscovici). Over the course of the license, based on consensus,analyst projections, that means'hat

over 375 millionfewer CDs will be sold as a result of satellite radio. 8/30/07 Tr. 97:20-99:6

(Herscovici); SX FOF at Figs. 36, 39 (setting forth consensus subscriber projections).

163. In addition, as Dr. Herscovici explained, Itha substitution effect; for; other forms of

consumption of music — other than CD sales, such as on-demand 8ubscziption service — likely has

grown and will continue to grow. S/30/07 Tr. 97:2-19 (Herscovici). On this point, the SDARS

agree — at least when they are talking to the FCC. SX Trial Ex. 106, at Ex. A $$ 30,:105 (alrguling

to the FCC that substitution will increase over time).. Moreover, the iinoreasing availability of

portable devices that allow listening to XM and Sirius outsider of thei home or car will only.

increase the substitution effect of satellite radio, particularly with respect to other forms ofdigital

music. Herscovici WRT at 37, SX Tr. Ex. 130.

C. Factor 3: Relative Contributions — There Is No Reason to Adjust a Market
Rate Based on the Third Statutory Factor.

164. As discussed in more detail in SoundExchange's Reply Conclusions of Law, the

SDARS'nalysis of the third statutory factor is dominated by the same flaw found in all of their

findings — a belief that everything the SDARS have ever done and will ever do "counts",and,

nothing the record companies and performers have ever done or will ever do "counts." That

argument finds no support in the case law or the statute itself.

165. As discussed in more detail below, record companies and performers,provide the

lion's share of the creative contribution that is essential to the SDARS service and theSDARS'echnical

contributions, while real, are vastly overstated because in most cases the SDARS

simply paid for existing technologies. With respect to costs, risks, investment, and the bpdning l
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of new markets, these are precisely the sort of factors that are accounted for in the marketplace.

See inPa Section III.C.; SX FOF at $$ 314-320.

166. In their proposed findings, the SDARS provide no basis for the Court to value

their costs, risks, and investment. They simply catalogue expenditures from past, present, and

future, and argue that the probable returns on these investments are irrelevant. If this factor

requires consideration of absolute dollars of investment, the record companies would "win"

hands-down because in a single year, the record companies expend far more than the SDARS in

creation and distribution of sound recordings. If the factor requires, as it should, a more nuanced

examination of the investments and likely returns — i,e., the risks — it is clear that while the

SDARS'isks are declining, the record companies'isks are increasing, in part due to the impact

of satellite radio on sales of sound recordings.

167. However the factors come out, the record demonstrates that there is no basis for

departing in any significant way from a marketplace rate based on this factor. Like all

companies in the marketplace, the SDARS and the record companies have costs, make

investments, and face risks. Those costs, investments and risks are fully accounted for in the

record companies'greements with digital music service providers in the free market and the

SDARS'greements with non-music content providers in the free market. Nothing in the record

of this case suggests a departure here.

1. The SDARS Creative Contributions Are Minimal.

168, The SDARS do not really suggest that record companies and performers do not

make an enormous creative contribution, nor could they. As their own surveys say, the music

created by record companies and performers is the reason why most of their customers subscribe

and is what most of their subscribers listen. SX FOF at Section IV.
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169. The works at issue in this proceeding are essentially the entire combined creative

output of the U.S. recorded music industry over the decades, including works of artists such as

Bob Dylan, Whitney Houston, the D!ixie Chicks, Bruce Springsteen, Barbra Streisand, Alicia

Keys, Kenny Chesney, Marina McBride, Sheryl Crow, Stevie Wonder, Diana Krall — to name

just a few. Kenswil WDT at 1-2, SX Trial Ex, 66, Eisenberg WDT at 2-3, SX Trial Ex. 53.

These artists and the record companies for whom they record are the creators of the 2.5 million

sound recordings that XM plays on more than 60 channels,of commercial-free music every day.

SDARS FOF at $ 395. Consistent with the Librarian's findings in the PES I proceeding, scold

companies and artists make the creative contribution that is essentials to (he success of the

SDARS'ervice.

170. In the face of the entire creative output of the recorded music industry and the

creative labors discussed in SX FOF at ')$ 854-901, the SDARS argue that they are entitled to

offsetting credit for non-music programming and the additions they make to musjic

programming. Neither provide any bas:is for concluding that this subfactors favors the SDARS.

3. Non-music "Cr eative" Contributions

171. With respect to the SDARS'on-music creative contributions, the SDARS are

incorrect that those contributions entitle the SDARS to a dj]scount in the rate that they pay for ]the

use of sound recordings. As explained at length jin SoundExchange's reply conclusions of law,

$ 801(b) is not intended to take account of effort. made in regard to non-music programming.

SX RCOL Section V.C.1. Nothing in t]he statute says that recording artists and record companies

must subsidize Howard Stern,, Opie k Anthony and Mdxizh, and the, other non-music content i

sources that the SDARS claim credit for. SDARS FOF at $$ 324-368.
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172. Indeed, it would be double-counting to give the SDARS any credit for their non-

music programming. All of the rate proposals in this case — whether they are expressed in

percentage of revenue, per subscriber, or per broadcast form — attempt to determine the value of

sound recordings; that is, they attempt to set a rate pegged solely to the value of sound

recordings, and not to the value of anything else, including the value of the SDARS'on-music

programming. To reduce those rates further on the basis of that non-music programming would

thus in effect remove their value from the rate twice.

173. The other half of the equation is that no matter how many times the SDARS

repeat the puffery that non-music content "enhances the appeal of the [SDARS'] service and

thereby attracts and keeps subscribers," SDARS FOF at II 327, all of the data in the record shows

that music programming is a substantially bigger draw than any other type of programming.

Survey after survey shows this to be the case, see generally SX FOF Part IV, which is why the

SDARS'iscussion of their non-music programming is entirely devoid of citations to survey

evidence. One would never even know from the SDARS'indings that they conduct massive

surveys on a regular basis, Heye DDT, SIR Trial Ex. 37 (or at least did until the pendency of this

hearing) that show music is their most valuable content. Sirius may have spent $ 188 million on

the NFL and $ 125 million for Fox News alone, SX FOF at tt 240, but their own survey evidence

shows that sports and news programming isfar less of a draw to their service, as compared to

music programming. Indeed, Fox News, although a popular channel, resulted in only a small

number of subscribers ([~]) canceling their service when it was briefly off the air at Sirius.

SX Trial Ex. 39 (email from Christine Heye re: cancellations following the dropping of Fox

News).
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174. The figure below shows the percentage of Sirius subscribers who cited music, i

sports, and/or talk programming as a reason for being interested in the service, broken down by

time period in which their subscription started. SX Trial Ex. 35 at 1:7. Music. dominates every

time period, thus demonstrating that the contributions that the Sl3ARS make to non-music,

programming are valued far less than the contributions that SoundExchange makes by providing

sound recordings.

Sirius's Own Data Show That The Draw, Of Music ls Far,Greater Thorn
The Draw Of Sports Or Talk

Wind AWDT at 21, SX Trial Ex. 52.

175. Thus, whatever creative contributions that the SDARS make with respect to their

non-music programming, they are neither cognizable under the statute nor substantial compared .

to the record companies'nd artists'reative contributi'on the creation 'of sound recordings.
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Moreover, they are already accounted for in the benchmarks used by SoundExchange's experts,

which separated out the value of non-music programming.

b. The SDARS'usic Contributions

176. The SDARS'rguments concerning the contributions to music fail to come to

terms with the central fact that it is music that makes music valuable. SoundExchange has

already explained at length why this factor favors them. SX FOF at $'II 852-901. And

SoundExchange has also explained that the quantitative evidence in the case, as opposed to the

SDARS'elf-serving assessment of their contribution, demonstrates that sound recordings are a

more important creative contribution than anything the SDARS add. SX FOF at $'II 442-453.

Thus, contrary to the SDARS'ssertions, subscribers indicate that they like it when DJs talk less,

not more, SX FOF at II 448, and really just prefer when the SDARS play commercial-free music,

uninterrupted by anything else. SX FOF at II 448. And as a matter of law, prior tribunals have

consistently declined to give broadcasters credit for the "broadcast day," in recognition of the

fact that it is the copyrighted material, and not the method of its organization, that gives it its

value. SX COL at $ 53.

177. In any event, the SDARS again are making arguments to this tribunal that they

have disavowed to the FCC. In their filing before that agency, the SDARS submitted an

economic analysis that contends that many listeners "do not care about variety [or] music

programmed by others," in an effort to argue that SDARS compete with CDs and MP3s, and

other forms of non-programmed music. SX Trial Ex. 105, Ex. A at $ 69. Thus, even the SDARS

recognize that it is the music itself, and not how it is programmed that attracts consumers.

178. Likewise, the notion that the SDARS'riginal music programming amounts to a

significant contribution compared to the contribution of sound recordings cannot withstand
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scrutiny. The SDARS have available to them a library of 2.5 million sound recordings underthe'erms

of the compulsory license. SDARS FOF at $ 395. And as explained in SoundExchange's

reply conclusions of law, the SDARS play approximately 1,000,000 hours ofsou;nd recordings

each year. SX RCOL at tt 94. Yet when XM points to:Its original programming, it can cite a

mere "fifty 'Artist Confidential'" shows (each of which is an hour long,) as well as a. few other

shows that it has created. SDAR.S FOF at $ 400-40:l. Sirius has produced even less original

programming. And of course, when an artist like Bob Dylan or Eminem creates a show for the

SDARS, the vast bulk of the programmIing is the sound rec'ordings themselves. SDARS FOF at

tt 404 (noting that the Bob.Dylan show each week "plays songs on a different theme.," and that

Tom Petty "digs up vintage rock and roll tracks").

179. Moreover, the SD.ARS'wn surveys demonstrate that their subscribers do not

value this live music programming, do not like DJs why chatter, and have little interest in 'font-aiIt

personalities." SX Ex. 115 DR. at 47 (showing that attributes related to music channels

dominate favored attributes and DJs,, on-air personalities, and live shows are not valued).

180. To be sure, the SDARS play a wicle variety iof music, including many types of

music that are not available for free on terrestrial radio, SX FOF at $$ 456-459, a fact which the,

SDARS understand as being a large selling point for them., SX FOF, at $ 460. The SDARS are

correct: consumers do listen to their service for the niche music they cannot get from the radio,

and that is why (as the evidence so clearly shows) the SDARS are a substitutional service for

CDs and other forms of music. SX:FO)F at hatt 708-701 (explaining how the SDARS'iche

music causes subscribers to substitute away from. the CDs that contain such music).

181. In sun, when one considers the creative contributions of the SDARS with respect

to music programming, they pale in comparison to the creative contributions of SoundExchange.
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2. Technological Contribution

182. In their proposed findings, the SDARS have vastly overstated their technological

contribution — which consists mainly ofpaying for already proven technology.

183. As an initial matter, the SDARS withdrew their one expert on technological

issues, Roger Rusch,7 likely because, among other things, it was clear that Mr. Rusch had made

statements in the past about how "cost effective" the SDARS technology is. Elbert WRT at 4,

SX Trial Ex. 122; SX FOF at $ 965. Only SoundExchange produced an expert witness, Bruce

Elbert, qualified to testify concerning the SDARS'echnology. 8/27/07 Tr. 165:21-166:3,

169:20 (Elbert). In the absence of any expert testimony, the SDARS rely on the testimony of

several of their fact witnesses — none ofwhom were qualified as experts in satellite technology.

184. While these SDARS witnesses may testify to facts — such as thefact that XM

purchased the Hughes 702 satellite, "a basic satellite that Hughes offers," SX FOF at $ 922,

quoting 6/6/07 Tr. 207:5-9 (Masiello) — they have no basis for opinion testimony of any

probative value. The SDARS'itnesses'pinion(s) about what is "a new, untested technology,"

SDARS FOF at II 430-431, quoting Karmazin WDT II 27, SIR Trial Ex. 1.1, or what qualifies as

a technological innovation, SDARS FOF at $ 490, citing Masiello WDT $ 25, XM Trial Ex. 7,

should be given no weight. In some cases, the fact witnesses the SDARS put on to testify about

their respective employers'atellite systems were not even employed at the company at the time

satellites were launched. 6/7/07 Tr. 77:2-5 (Smith).

7 The SDARS initially offered the testimony ofRoger Rusch, who had experience in the
satellite field, but they later withdrew Rusch's testimony, 6/6/07 Tr. 6:9-22, and ultimately
submitted no expert opinion concerning their technological contributions.

73

Public Version

2. Technological Contribution

182. In their proposed findings, the SDARS have vastly overstated their technological

contribution — which consists mainly of paying for already proven technology.

183. As an initial matter, the SDARS withdrew their one expert on technological

issues, Roger Rusch,7 likely because, among other things, it was clear that Mr. Rusch had made

statements in the past about how "cost effective" the SDARS technology is. Elbert WRT at 4,

SX Trial Ex. 122; SX FOF at $ 965. Only SoundExchange produced an expert witness, Bruce

Elbert, qualified to testify concerning the SDARS'echnology. 8/27/07 Tr. 165:21-166:3,

169:20 (Elbert). In the absence of any expert testimony, the SDARS rely on the testimony of

several of their fact witnesses — none of whom were qualified as experts in satellite technology.

184. While these SDARS witnesses may testify to facts — such as thefact that XM

purchased the Hughes 702 satellite, "a basic satellite that Hughes offers," SX FOF at $ 922,

quoting 6/6/07 Tr. 207:5-9 (Masiello) — they have no basis for opinion testimony of any

probative value. The SDARS'itnesses'pinion(s) about what is "a new, untested technology,"

SDARS FOF at $ 430-431, quoting Karmazin WDT II 27, SIR Trial Ex. 1.1, or what qualifies as

a technological innovation, SDARS FOF at $ 490, citing Masiello WDT II 25, XM Trial Ex. 7,

should be given no weight. In some cases, the fact witnesses the SDARS put on to testify about

their respective employers'atellite systems were not even emp/oyed at the company at the time

satellites were launched. 6/7/07 Tr. 77:2-5 (Smith).

7 The SDARS initially offered the testimony of Roger Rusch, who had experience in the
satellite field, but they later withdrew Rusch's testimony, 6/6/07 Tr. 6:9-22, and ultimately
submitted no expert opinion concerning their technological contributions.

73



Public Version

185. Quite rightly, SoundExchange's expert Mr. Elbert "refused to characterize any

aspect of Sirius" — or, for that matter, XM's — "service as innovative'." SDARS FOF at:$ 439.

As the SDARS readily admit, "'[s]atellites had been.used to deliver audio programming for

decades'" ahead of the XM and Sirius services. SDARS FOF. at 'g 429,.quoting SDARS Trial ~

Ex. 92 at 251. By alleging merely that "[n]o commercial satellite company, before XM or Sirius&

had ever developed a... system that combined" the exact elements used by XM and Sirius,

SDARS FOF at $ 429, the SDARS skirt the fact that their systems borrow heavily &om

numerous predecessor satellite systems. See SX FOF at $$ 903-919;(detailing contributions of

Comsat, Western Union, DirecTV, Dish Network by Echostar, NASA, WorldSpace, Iridium,

GlobalStar, and various other media companies to the development of satellite technology).

186. For instance, contrary to the SDARS'roposed findings! of fact, neither Sirius nor

XM designed their own satellites. SX FOF at $ 920, The SDARS claim that Sirius "design[ed] 'atellitestailored to its specifications," SDARS FOF at $ 4)5,,;an/ pat gg "custom-,design[ed]"

its systems, SDARS FOF at $ 481, and "develop[ed] and launch[ed]: its:own satellites,": SDARS .

FOF at $ 483. In fact, XM and Sirius both took advantage of commercially-available solutions

to their engineering challenges. SX FOF at $$ 920-926. Both companies were able to contract

with satellite manufacturers who could build precisely the satellites the iSDARS needed, and with

launch companies who successfully launched all of the SDARS'satellites into orbit. SX FOP at'$
920-926.

187. As well, as the SDARS recognize, XM was able to "commission Alcatel to...

design the payload for the [XM] satellite[s]," SDARS FOF at $ 488. Alcatel had previous

experience designing a payload very similar to XM's, because Alcatel had. already designed the

payload for WorldSpace, a satellite radio broadcasting system similar to XM that was an eire
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investor in XM. SX FOF at tttt 923-924. Ultimately, XM benefited greatly from WorldSpace's

prior experience with satellite radio broadcasting, not only by taking advantage of Alcatel's

expertise in designing its satellite payload, but also by signing a "technical services agreement"

with WorldSpace (and with DirecTV as well) "which 'allow[ed] [XMj to access any of their

engineers on... an hourly basis.'" SX FOF at tt 924, quoting 6/4/07 Tr. 328:21-329:4 (Parsons)

(alterations in SX FOF).

188. Although the SDARS bemoan the time it took for their systems to be designed

and built, SDARS FOF at tt 481, in fact, they were able to get their systems off the ground

relatively quickly, as compared to other satellite systems, due to the lessons learned from the

satellite systems that preceded them. Elbert WRT at 28, SX Trial Ex. 122.

189. Contrary to the SDARS'roposed findings of fact, see SDARS FOF at $ 486

(alleging that the S-band frequency spectrum "had never before been used" for communications)

the S-band frequency used by the SDARS is "not... a new piece of spectrum" and has been

used "as long as" other bands such as the C or the KU or the L bands. 8/27/07 Tr. 215:22-217:1

(Elbert). As Mr. Elbert testified, the S band "was used for satellites for years prior" — in fact, as

early as "the first geostationary communications satellite... back in 1963." 8/27/07 Tr. 216:8-

14 (Elbert).

190. Well ahead of the founding of either Sirius or XM, the satellite industry was

aware of the engineering principles that allow transmission to mobile receivers. Elbert WRT at

37, SX Trial Ex. 122. For their mobile receivers, XM and Sirius drew heavily on the experiences

of Iridium and GlobalStar. In fact, the satellite component of XM and Sirius's vehicular

antennas is found in the handset and vehicular antennas used with Iridium and GlobalStar

devices, and the component of XM and Sirius's vehicular antennas that receives signals from the
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terrestrial repeaters is based on designs for cellular telephones. SX FOF at $$'41-942. The

SDARS simply ignore t]he unrebutted record evidence on the these points. See SDARS:FOF at $

433.

191. The SDARS also claim that, prior to their service offerings, "connnercial...

antennas capable of capturing the... signal from a satellite were generally large." SDARS FOF

at II'53. This, too, is a mischaracterization of the history of satellite technology and the record

in this proceeding. As Mr. Elbert testifi.ed, small receiv'ing anteruias existed for years before XM

or Sirius needed to use them. Elbert WRT at 32, SX Trial Ex. 122.

192. Contrary to their proposed fmdings, Sirius did hot invent diversity, although timey

claim that Sirius "created ai system that would deliver the signal through three types of diversity."

SDARS FOF at $ 434. Diver.'ity has long been a well-known technique within the satellite

industry, and was used as early as the late 1970s. SX FOF: at $ 943;:8/27/07 Tr. 198:14-20

(Elbert).

193. Nor did the SDARS pioneer the use of terrestrial repeaters to enhance service,

despite their attempts to imply otherwise. See SDARS FOF at $$ 440-443. Despite their

suggestions that they were breakjIng new ground by using repeaters, the SDARS admit — a. they

must — that "companies had made use of terrestrial repelateL n6twbrk's" prior to XM and Sirius

coming into existence. SDARS FOF at $ 443. Terrestrial repeaters had been used by the United

States Army as early as the 1960s, and terrestrial repeaters were used extemsively by cellular

telephone networks prior to the SDARS'reation of their services. Elbert WRT at 34, SX Trial

Ex. 122.

194. Sirius's orbital configuration is not unique, neither,i despite the SDARS'ttempts

to persuade the Court otherwi.se, see SDARS FOF at $ 436. As SoundExchange laicl out in its
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findings of fact, as Sirius internal documents show, and as Sirius witnesses eventually admitted

at trial, Sirius adopted the "Molnyia"-type highly elliptical orbit that was pioneered by Russian

satellite engineers decades ahead of the SDARS'ervices. SX FOF at tt 946, 6/7/07 Tr. 91:7-

92:2 (Smith), Elbert WRT at 36, SX Trial Ex. 122; 8/27/07 Tr. 219:15-220:20 (Elbert).

195. The SDARS claim that Sirius was the first to "apply[] the concept of statistical

multiplexing to audio." SDARS FOF at tt 446. This is a blatant mischaracterization of the

record. Although Sirius's fact witness Smith may have claimed as much (the source the SDARS

cite to support the first two sentences of tt 446 is unclear), in fact, the record shows that DirecTV

used statistical multiplexing to broadcast its audio-only channels well ahead of Sirius and XM.

Elbert WRT at 39, SX Trial Ex. 122. Similarly, the SDARS admit now that XM did not develop

its own audio compression techniques, but instead licensed its audio compression technology

from another company called Neural Audio. SDARS FOF at II 503.

196. Ultimately, as the SDARS recognize, their own role in their own technology was

one of mere "incremental development." SDARS FOF at tt 513. This "incremental work" is

simply "the normal standard engineering process used" by all kinds of companies — not only

satellite businesses — who want to use technology. 8/27/07 Tr. 217:7-14 (Elbert). As Mr. Elbert

explained, "everything about [the SDARS] that matters, from a technological standpoint, pre-

existed," 8/27/07 Tr. 198:21-199:1. The SDARS simply "integrate[d] together a number of

existing proven technologies." 8/27/07 Tr. 198:17-20.

197. Ultimately, the record on technological contribution suggests mainly that the

SDARS paid money for technology invented by others; they have no credible evidence — and

certainly no expert testimony — to suggest that they have made significant innovations. Nor have

they provided a basis for quantifying their claimed innovation.
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3. T'e SDARS'vidence, of Their Capital Investments Does Not Help
the Court Set A:Rate Under the Third Statutory Factor

198, In paragraphs 516-621 of their proposed findings, the SBAR.S list every

imaginable expense they have incurred since founding their companies (in Sirius's case) in 1992.

The laundry list does nothing to help the Court evaluate the parties'espective contributions

under the third statutory factor.

199. Once again, the SDARS repeat their theme every'dime that they have done since

they first initiated their businesses counts, whI.le no investment from the record companies count

because "the record industry has expended no additional funding whatsoever with re:spect to

satellite radio." SDARS FOF at $ ;
516. On that basis, according to the SDARS, their victory on

this subfactor "cannot be seriously questioned.." Id. A review of'the record based on the real

cost, investment, and risks faced by these companies deImdnsflrat&s that each of the parties in tihisi

proceeding include large sophisticated businesses that have real risks, costs, and investment, but,

that the risks that the record companies are, facing are increasing, while those of the SDARS are

declining. Moreover, the very existence o:f the SDARS and their subsitutional effect poses

serious risk to the record companies; the reverse is not true— the SDARS could not even exist

without the record companies and artists.

200. The SDARS observe that they have speIit more than they have brought in and that

as a result they have cumulative deficit on their books. But as Sirius'wn CFO David Frear

testified, it is the nature of the SDARS business that they have "very high upfront costs with the

possibility of large incremental returns in the future." SDARS FOF at II
520. TheSDARS'rgument

here is that the Court should consider all of the costs — past, present, and future — but

ignore the likely pay-off. As Dr, HerscovIici explainedI, that is the wrong way to look at costs,
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risks, and investments, which must be viewed together along with the likely reward. Herscovici

WRT at 28-30. Seen properly, there is no basis for finding an advantage for the SDARS.

201. One peculiar feature of the SDARS'aundry list of expenditures is that it is not

limited in time either backwards or forwards. They claim full credit for every penny they spent

since they were founded, including, for example their 1997 FCC license fees, well before even

the prior license term. But a list that stopped there would "by no means [be] complete." SDARS

FOF at $ 529. They likewise claim credit for the "$ 1 billion on capital investment" they expect

to spend during the next license term. Id. $ 524.

202. Their long list of SDARS expenditures covers everything from developing

training manuals for customer service employees, SDARS FOF at $ 544, to "furniture, fixtures,

vehicles and other equipment." id. $ 532; see generally id. g 519-620. These are not remotely

relevant under $ 801(b). Indeed, the Court expressed &equent frustration as this material was

being inserted into the record at trial because the SDARS failed to establish any foundation for

its relevancy. 6/5/07 Tr. 15:13-15 (Parsons) (Chief Judge Sledge: "I'm having a hard time

seeing any benefit from this testimony"); 6/11/06 Tr. 339:1-7 (Moore) (Judge Roberts: "I am ..

looking at the legal standard... I have to say I don't see anything up there about customer care

satisfaction or related thereto. So I am wondering what you are attempting to show here"); id.

340:1-9 (Chief Judge Sledge); 6/6/07 Tr. 244:19-21 (Masiello) (Chief Judge Sledge: "Mr.

Miller, I think I'e missed something. What's the purpose of Mr. Masiello's testimony?"). They

have not explained this material's relevancy in their written findings, either. SoundExchange

will stipulate that the SDARS are businesses and that they have incurred expenses.

203. But along with expenses come revenues — something the SDARS prefer to ignore

before this Court (though not in their quarterly reports). And the costs that they expend today
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have future rewards. As Dr. Herscovici explained, all of the SDARS'osts, including their

satellites, are dedicated to making long-term revenue and, seen in that light, they are both more

reasonable and less risky than the SDARS would like to suggest. Thus, XM invested $566

million to launch 2 satellites in 2005. The present discounted value of the revenues to be elarnled I

from use of those satellites (which have a 15-year life) is $ 14.6 billion. Herscovici WRT at 27 &

App. L, SX Tr. Ex. 130. Thus, investment in satellites is really only about 50 cents per

subscriber per month — less than Sirius pays for Howard Stern and less than XM pays for I

1. Herscovici WRT at 27 4 App. L, SX Tr. Ex. 130; 8/30/07.Tr. 31.:3-20

(Herscovici). The same analysis could be applied to virtually any of the SDARS costs.

204. It is impossible for the SDARS to explain why such a calculation of all past and

future expenditures is of any relevance in setting a rate here. While the SDARS set out

investments in absolute terms, they have made no effort to discuss them in. comparative terms

with like businesses, so there is no way to know if these eMpe6se5 art: utiusual;'for like business

that have high start up and fixed costs and also high incremental margins, such as the benchmark

satellite television business. In short, it is impossible to do anything with this; cost information. i

205. The uselessness of the SDARS'nadorned list of expenses.simply underscores

the degree to which "marketplace evidence, standing alone" is what.truly addresses this

subfactor. Arnusernent & Music Operators, 676 F.2d att 1157~. As Dr. Ordovdr testified,

functioning competitive markets set prices that reflect capital investment and costs. Ordover

WDT at 29, SX Trial Ex. 61; Herscovici WRT at 21-22, SX Trial Ex. 1;30.. Indeed, the:"willing',

buyer/willing seller" standard requires the Court to consider ".the. relative roles of the copyright,

owner and the transmitting entity in the copyrighted work and the service made availab]e to the,

public with respect to... technological contribution, capital investment, cost and risk.". 17
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V.S.C. $ 114(f)(2)(B)(ii). In its recent Webcasting decision, in analyzing this requirement, this

Court concluded that "[b]ecause we adopt a benchmark approach to determining rates, we agree

with 8"ebcaster I that [these] considerations 'would have already been factored into the

negotiated price'n the benchmark agreements." 8"ebcasting II, 72 Fed. Reg. at 24092; id. at

24095 (factors are "implicitly accounted for in the [benchmark] rates").

206. If, however, this factor was to be decided by a laundry list of costs, then there is

no doubt that the record industry from the past and into the future would 'win." Since the

beginning of the recording industry, the record companies have spent hundreds ofbillions of

dollars to create the sound recordings that are the lifeblood of the SDARS. Indeed, the record

establishes that a single record company, UMG spends more than [~] billion annually in the

business of creating and investing in sound recordings. SX FOF at $ 975. Ciongoli WDT at 3-9,

SX Trial Ex. 67.

4. In Any Case, The SDARS Have Overstated Their Relevant Costs,
Risks, And Investments.

207. Much of the SDARS'iscussion of the subfactors is repetitive of the flawed

. arguments they made with respect to other factors, and SoundExchange will not repeat its

responses to those arguments here. See supra. A few of their cited risks and costs bear

mentioning, however. The SDARS start their discussion of risk by again claiming that their

technology should somehow entitle them to a lower royalty rate. The SDARS allege,

disingenuously, that "[t]here was a substantial risk that their systems would not work." SDARS

FOF at $ 624. They go on to claim they utilized "innovative" technologies, "many of which had

not been tested in actual commercial service." SDARS FOF at $ 625.
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dollars to create the sound recordings that are the lifeblood of the SDARS. Indeed, the record

establishes that a single record company, UMG spends more than [~] billion annually in the
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SX Trial Ex. 67.
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responses to those arguments here. See supra. A few of their cited risks and costs bear

mentioning, however. The SDARS start their discussion of risk by again claiming that their

technology should somehow entitle them to a lower royalty rate. The SDARS allege,

disingenuously, that "[t]here was a substantial risk that their systems would not work." SDARS

FOF at $ 624. They go on to claim they utilized "innovative" technologies, "many of which had

not been tested in actual commercial service." SDARS FOF at $ 625.
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208. As the unrebutted evidence in the record shows, the SDARS'ystems were

constructed with well-proven technologies that have been used far many years in the satellite i

industry. SX FOF at $$ 929-930; see also 8/27/07 Tr. 234:11 14 (Elbert) (!'[T]his is the reason

why we make as few changes as we can. We don't want to change something that we'e going

to launch...."); supra Section III.C.2 (explaining that the SDARS'atellite and terrestrial

systems borrow heavily from systems that preceded them).. Internal.SDARS documents describe

XM's satellites as "designed... with lowest technical risk" and Sirius's satellites as able to

"contain... risk" through "proven technology." Elbert WRT at 19, SX Trial Ex. 122. lAnd, l

finally, the SDARS were able to — and, at times, both chose to — insure themselves against any

remaining risk that their satellite systems would not work. SDARS FOF at $$ 955-960.

209. The SDARS also claim they faced "risks that [their] satellites would experience

launch failures" and "of other technological failures." SDARS FOF at Sections V.G.l.b&'.G.l.c.
The SDARS'haracterization of these risks is exaggerated. As SoundExchange's

satellite expert Bruce Elbert testified, satellite businesses regularly insure themselves against the,

risk of satellite launch failures and in-orbit failures. SX FOF at g 965~969. XM maintains in-

orbit or satellite "life" insurance, and has successfully had claims paid for minor degradation to

its service. SX FOF at tcg 958-959. Sirius, on the other hand, does not maintain in-orbit or

"life" insurance on its satellites, Elbert WRT at 15, SX Trial Ex. 122, which should demoostrate

to the Court how seriously Sirius takes the possibility of in-orbit failure. SX POP at, $ 960; see

also Elbert WRT at 15, SX Trial Ex. 122 (explaining that suspending satellite:"life".insurance

coverage may be a reasonable business decision under some circumstances).
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210. Equally importantly, as with so many of the other risks the SDARS lament, the

risk of launch failure never came to pass. Neither XM nor Sirius has ever experienced a launch

failure. Elbert WRT at 12, SX Trial Ex. 122.

211. The SDARS claim they "faced risks associated with raising a substantial amount

of capital in order to put the satellites into operation and start the service." SDARS FOF at $

626. More specifically, they claim that they might not have "obtain[ed] sufficient financing to

initiate service," SDARS FOF at Section V.G.l.d., and that they might not have "obtain[ed]

sufficient financing to survive long enough to reach profitability," SDARS FOF at Section

V.G.l.h. and gtt 683-687.

212. However, these claims of risk are hollow, first and most importantly because the

SDARS have raised enough capital to initiate their service. As well, the riskiness of investment

in the SDARS has declined dramatically over the last several years. SX FOF at tt 1174.

Furthermore, only a forward-looking analysis can address the objectives raised by the fourth

factor. SX FOF at It 1177. Like any business with high start-up costs but low costs associated

with each new customer it brings in, the SDARS always planned to lose money in the early years

until they attracted enough customers to recover those fixed start-up costs. Although the

SDARS'itnesses repeatedly point to these accumulated start-up losses as evidence that they

are struggling, on cross-examination, both SDARS revealed that they fully expect that they will

become EBITDA and free cash flow positive (regardless of the royalty rate) over the next few

years. SX FOF at tt42.

213. The SDARS next claim they have "faced many regulatory risks" including the

risk that the FCC would not "authoriz[e] the satellite radio services" or that the FCC would not

award licenses to XM and Sirius. SDARS FOF at Section V.G.l.a. and 1'29-639. Like so
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many of the other risks the SDARS bemoan, this is a risk that has completely failed to

materialize. Ten years ago, in 1997, XM and Sirius both were granted licenses to operate,

commercial satellite rad.io services in the United States. SDARS FOF at $'( 59, 99. Moreover„

XM and Sirius were granted the only two licenses to operate commercial satellite radio services

in the United States, insulating them significantly from risk. Elbert WRT at 10, SX Trial Ex.

122. Likewise, the risks that the SDARS would not obtain regulatory approval for terrestrial

repeaters and uplink facilities, as well as internatIional coordination for the satellites in order to

avoid interference, SDARS FOF at fJ 632, have also passed. Karmazin WDT $ 29, SIR Trial Ex.

214. In connection with their other claims about their risks, the SDARS assert that they

are "subject to numerous [FCC] regulations," non-compliance with which "could result in fines,

additional license condIItions, license revocation or other detrimental FCC actIions," and that this i

somehow exposes them to risk. SDARS FOF at $$ 634-635. It should go without saying that th6

risk of "regulatory problems" stemming from "non-compli.ance with FCC conditions," SDARS

FOF at $$ 634-639 — essentially the risk that the SDARS will be penalized for violating

government regulations —:is not a risk of which the statute takes notice.

215. The SDARS also claim they faced other risks related, to getting their product to

market: "risks related to gaining acceptance with OEMs," the "risk of con. umer electronics

retailers not promoting satellite radios," and the "risk of electronics manufacturers not building

SDARS-designed radios." SDARS FOF at Sections V.G.l.e-g and $$ 666-682. In additi6n,

they claim they "faced a serious problem of public acceptance." SDARS FOF at $ 627. More

specifically, they claim they faced the "risk of lack of sufficient consumer acceptance of the

service... to attain profitability." SDARS FOF at Section V.G.1.i. and $)I 688-701, Once
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again, these risks clearly never came to pass and the SDARS have given the Court no way to

quantity or measure the import of these historical concerns.

216. The SDARS also claim they face a "risk posed by the music industry seeking

excessive royalties." SDARS FOF at Ij 702. This is nonsense. In essence the SDARS claim that

Congress wanted to give them a lower rate because they might fear a higher rate. The SDARS

are well short of the threshold of credibility here. In any event, as SoundExchange has

explained, see inPa, its rate proposal minimizes disruption to the industry. There is no support

for the SDARS'laim that SoundExchange's rate proposal will have a disruptive impact. SX

FOF at $ 1180. Indeed, since any royalty rate would potentially decrease the growth potential of

the SDARS stock as compared to a lower royalty rate, this argument carried to its extreme would

suggest that the proper royalty should be zero. SX FOF at II 1171.

217. Finally, contrary to the SDARS'aseless claims, see SDARS FOF at $ 703

("[T]he... risks the SDARS have undertaken in the past and those risks that they continue to

confront greatly outweigh the risks assumed by the record labels, if any."), the recording industry

is not immune from risks related to the SDARS. In fact, the record industry faces significant

risks from the substitution effect the SDARS have. Supra.

5. Opening New Markets

218. The SDARS contend that the statutory factor that requires this Court to consider

the parties'elative "contribution to the opening of new markets for creative expression and

media for their communication" weighs heavily in their favor. See SDARS FOF at $'II 704-715;

see also 17 U.S.C. $ 801(b)(1)(C). However, the SDARS'roposed findings under this factor do

nothing more than regurgitate their proposed findings under the other section 801(b)(1)(C)
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factors. And as with the other section 801(b)(1)(C) factors~ the SDARS fail to provide a.

meaningful way to quantify this factor that they claim should wei.gh in their favor.

219. The SDARS'laims that XM "envisioned a new form of radio.that had never

before been attempted," SDARS FOF at $ 706, and that "Sirius was required to create an entirely.

new means ofproviding audio programming," SDARS POP at $ 707, are undermined by the

record in these proceedings. SoundExchange's satellite expert Bruce Elbert, the only witness

qualified as an expert in satellite technology in these proceedings, explained that the SDARS did

not "invent" satellite radio — rather, businesses like %'orldSpace, ibuiilding on the 'decades-long

history of satellite engineering, had already established,a model for distributing audio content via

satellites. SX FOF at $ 903-919; Elbert WRT at 6-9, SX Trial Ex.122.'20.
Again, under the guise of "opening new mMkets, the iSDARS tout the so-called

"technological innovations" involved in their services. But as SoundExchange has

demonstrated, the SDARS cannot lay claim to having ihndvated.'Sde iAPd Section III.C.2; SX

FOF at $$ 902-970. Indeed, this will only be a new revenue stream. for. artists and record i

companies because Congress gave the SDARS the right to. perform sound recordings and if the

rate set in this proceeding more than sufficient to offset the substitution impact on other sales of

sound recordings.

221. As well, the SDARS'laim that they "represent al new revenue steam from the

standpoint of the record companies and artists," SDARS FOF at $ 713, rings false, given that

there is extensive evidence that listening to SDARS substitutes for the sale of CDs and thei sale i

of music through other, higher-royalty-paying services, supra Section III.B.3.

222. As discussed in more detail in SoundExchange's Proposed Conclusions:of Law,

the SDARS'laim to have opened new markets is actually far less valid than the claim,made by
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the PSS more than a decade ago. Whereas the PSS were the first of their kind, the SDARS are

among many digital music services — including many that can deliver sound recordings for use

portably or on-the-go. Herscovici WRT at 30, SX Tr. Ex. 130. That the SDARS are using a

different transmission medium — based on technology that was already well-known — does not in

any suggest that they have been the key to the exploding array of digital music options available

to consumers. Rather than opening new markets and expanding the extent to which consumers

can access creative works, the SDARS are merely displacing music consumption in other

markets. Herscovici WRT at 30, SX Tr. Ex. 130. In their filings before the FCC, the SDARS

emphasize this marketplace at great length, arguing that they really are little different from the

"broad array" of options facing the consumer. SX Trial Ex. 106, at 36, and SoundExchange

agrees, but that also means that, given that marketplace, there is no reason for the SDARS to pay

a rate dramatically below their competitors.

D. Factor 4: The SDARS'isruption Case Is Unsubstantiated.

223. Past cases always have treated disruption as a short-term phenomenon addressed

by increasing rates gradually, as SoundExchange has done. The SDARS have made a more

dramatic claim: that SoundExchange's rate will destroy the SDARS. But they do not even try to

prove that claim. Instead they throw up a series of false metrics, all trying to find some rationale

for their claim that any rate even $ 1 above the [~] that Sirius has budgeted (or the 4% that

Mr. Vendetti approved on the stand) would be disruptive, even though sound recording royalties

are only one of many line items in the SDARS'udgets and the SDARS have repeatedly

expended enormous sums on non-music content programming, despite their recent claims of

poverty. In the end, the SDARS submit to the Court a series of false metrics, none of which

provide any basis on which this Court could find that the SDARS'usiness will be disrupted. In
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the end, the SDARS and their investors simply want to pay less. That its claim that many

copyright users have made before copyright royalty tribunals and it is one that has no place in the

analysis of disruption.

1. The Parties'rojections of the SDARS'.Probable Future Are Nearly
Identical

224. As a threshold matter, it is worth noting that there is no material dispute about the

projected future growth of subscribership and revenues (as well as all other financial metrics) of

the SDARS. The parties'. indings of Fact are: essentially in agreement about theSDARS'inancial

projections. In particular, the Sirius and XIVI figures rely upon in the SDARS Findings,

see SDARS FOF at $$ 737, 740, are in accord with the more comprehensive statements

contained in SoundExchange's Findings, which also include for comparison's sake the more

conservative financial results of the Butson models, and the SDARS'ore optimistic internal

projections. See SX FOF at $'$ 1093-1097. As the SDARS'lckrioAledge in their Findings, the

projections show a "consistent trend toward profitability and achievement of &ee cash flow."

SDARS FOF at $ 737.

225. The only significant diff'erence between the Frear model produced for litigation

purposes upon which Sirius relies in its Findings of:Fact, and the Butson model, is that Sirius for

purposes of this litigation only a. sumes that there will be no retail rate increase throughout the

rate term and that rates will decline in real terms. SDARS FOF at $ 760. IVIr. Butson, the

internal Sirius data produced in discovery, and virtually every analyst covering Sirius assume

that Sirius'etail rates will at least keep pace with inflation. SX FOF at $$ 1079-1084. Sirius'ssumptions

about its retaiil rate delays the time at which Sirius will become cash. flow and

EBIDTA positive by about one year. Compare Butson~ WRT~App. E with,SDARS FOF at $ 737.
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As we established in our Findings of Fact, Sirius'ssumption that its retail rates will decline in

real terms in every year of the rate term is incredible and should be rejected by the Court.

SDARS FOF at 1'073-1084.

226. The XM data in the SDARS'indings, FOF at $ 740, similarly conforms to the

XM data reported in SoundExchange's Findings, see SX FOF at tt 1096, where it is compared to

the analysis provided by Mr. Butson and collected in discovery from XM.

227. Although the SDARS denigrate Mr. Butson's projections as "optimistic" and

assert that "many" of his assumptions are incorrect, SDARS FOF at tt 298 (and level far more

extreme charges against Mr. Butson in Mr. Frear's written rebuttal testimony, see SX FOF at $$

1085-1089), the above comparisons show that in almost every respect, Mr. Butson's projections

are more conservative than those relied upon by the SDARS themselves. Indeed, the SDARS

take Mr. Butson to task for relying on subscriber growth numbers that are slightly more

conservative than those used by Sirius. SDARS FOF at $$ 761-762.9

s Ultimately, they challenge only two of his assumptions, and both are trivial. The
SDARS take Mr. Butson to task for using analysts reports that did not fully capture Sirius'EM
revenue share payments, because Sirius did not make those payments public. SDARS FOF at

tt 763. This assertedly led to a understatement of costs in the amount of $55 million over the six
year license term. But the SDARS will expend tens of billions of dollars over this period—
making this amount immaterial, and in any event Mr. Butson freely acknowledged that the
SDARS are privy to more accurate and granular information than they reveal publicly. The
SDARS also take Mr. Butson to task for failing to recall on the witness stand where in his model
he captured advertising revenue share, a sum of . over the rate term, which is, once
again, an immaterial sum in the context of tens of billions of dollars of expenditures. Id. at $764.

It is misleading, however, to suggest that Mr. Butson "chose" a low subscriber count or
a high revenue per subscriber. SDARS FOF at tt 762. As Mr. Butson explained, the numbers he
used were not his own but were derived by averaging publicly available analysts reports. SX
FOF at tt 1061. It was not Mr. Butson, but 18 out of the 19 analysts whose reports he reviewed,
that projected that Sirius'etail rates would keep pace with inflation. Id. tt 1083.
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228. Because there is no real dispute between the parties'rojections, which show 'ramaticallyincreasing revenues, free cash flctw, and other metrics, the ~SDARS are reduced to

arguing that the Court should not exercise its judgment to consider the future at all. SDARS

FOF at tt 747. That suggestion both ignores the fourth statutory factor a!nd prior decisions. As

the D.C. Circuit has held, the four statutory factors call upon the Court to exercise its predictive

judgment based on the record before it. Recording 1ndustry Association of America v. Copyright

Royalty Tribunal, 662 F'. 2d 1, 8 (D.C. Cir. 1981).

2. The SDiARS'irst Attempt — Investor Expectations

229. In the SDARS'irect written testimony, the ordy argument they made concerning

disruption was advanced b'y their sole finance expert, Mr. Armand Musey. He argued that'a'oyaltyrate increase above the level expected by analysts would lead to a lowering of the target

price of the SDARS'tocks, and so "disrupt" the expectations of the SDARS'hareholders.

Musey WDT at 19-38. This argument did not. survive the trial. It w!as r!ejected by Sirius'FO

David Frear on cross-examination a. irrelevant from the point of view of Sirius'usiness.

6/12/07 Tr. 156:11-14 (Frear) (Judge Roberts: "Given what you have just said..., Mr. Frear, I

can't help but think..., what is the significance of Mr. Musey's testimony?").&o See also

6/12/07 Tr. 148:9-156:20; 205:14-209:7. On cross-6xamirlation Mr. Muse'y acknowledged he

had never even read the four . tatutory factors but was under the mistaken impression that the

fourth factor addressed disruption tct investor expectations, 6/13/07 192:8-193:22 (Musey).

As to Mr. Musey's weIghted average cost of capital analysis, Mr. Frear was
particularly scathing. 6/12/07 Tr. 148:20-21 ("for me [Mr„Musey's], chart [the WACCj actually,
doesn't say anything — anything, not to me.") Id. at 150:11-15 (Mr. Musey's WACC analysis
"it's not helpful to me in running a me...I tend not to look at [analysts'] assumptions of risk as I

run a business.").
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230. As explained in detail in SoundExchange's Proposed Findings of Fact, Mr.

Musey's testimony actually supports SoundExchange and demonstrates that there would be no

disruption if the Court were to adopt SoundExchange's rate proposal. SoundExchange FOF at

VI.D.4,d. Not surprisingly, Mr. Musey's argument does not even appear in the disruption

section of the SDARS'roposed Findings of Facts, beyond one mention in a parenthetical buried

in paragraph 787. Rather, the SDARS attempt to reformulate it as a "fair income" argument; as

discussed, it once again proves SoundExchange's point, not the SDARS.

3. The SDARS'econd Attempt — Operating Losses

231. When their one argument in the direct phase fell apart, the SDARS tried to piece

together in rebuttal and in their findings of fact an argument that they cannot afford a rate at the

level proposed by SoundExchange, and will be forced to shut down if it is adopted. But no

record facts support this argument, and to the contrary the overwhelming weight of the record

evidence is to the contrary.

232. The SDARS'ew favorite argument is that they are "fragile" because they are not

currently profitable and have sustained billions of dollars of operating losses. SDARS FOF at

$ 722. By "fragile" (a word that is used repeatedly in the SDARS'indings of fact), the SDARS

mean to imply that the SDARS are teetering on the edge of insolvency and that any reasonable

royalty rate could push them over the edge. But as we show in what follows, that is false, and

the record disproves it.

233. The SDARS have, and always have had in the past, operating losses, Even under

the most optimistic scenario, and even if the royalty rate were set at zero, they will continue to

have operating losses for several years to come. SDARS FOF at App. C. As discussed below, as

with the "investor expectation" metric from the direct phase, operating losses through 2012 are a
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false metric. They tell the Court nothing about the SDARS'iriancial health and nothing about

the proper level of the royalty rate.

234. It was always part of the SDARS'lan to sustain billions of dollars of operating

losses before they turned the corner and became profitable. As Dr. Noll acknowledged on cross

examination: "Most of these high-tech industries, because of the nature of their cost structure,

the high-fixed cost, low-marginal cost, do have huge start-up losses initially.... So the fact that

they'e losing a lot ofmoney doesn't give you any real information.'t 8/16/07 Tr. 89:21-90:15

(Noll). Companies like DirectTV and the cell phone companies all developed substantial deficits

which they did not begin to retire until they attracted sufficient customers to begin to pay off

their start up costs, and these companies are not now and were not at a comparable stage of their

development ever considered "fragile." DirectTV to this day still carries a $2.9 billion

accumulated deficit, 13 years after it obtained its first customer, and it did not begin to

reducers

that deficit until 2005, 11 years after it began service. Butson WRT at 4, SX Trial Ex.123'35.
To their investors and to the world at large, the. SDARS do not suggest that such

losses are a problem; indeed, they continue to describe themselves as intensely robust. Sirius for

example believes that it has a very solid business model and that it is executing on it. almost

flawlessly. SX Trial Ex. 28 at 6. It tells investors that the potential for satellite radio is huge
~

today, 6/12/07 Tr. 59:12-16 (Frear), SX Trial Ex. 41 at 7; that the SDARS are positioned fear I

good long-term growth. 6/12/07 Tr. 60: 1-2 (Frear); and that Sirius presents an attractive i

business model characterized by low monthly churn, high prepaid rates~ significant operating:

leverage, and long-term EBITDA margins of 40-50/o. Id. and SX Trial. Ex. 41 at 27

(SIR00014956). Sirius also believes it is favorably situated in a ".high growth" industry with,

significant barriers to entry," that it benefits from broad OEM and retail distributions, and that it .
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presents "improving operating metrics" and a "fully funded business plan." 1d. at 6

(SIR00014935). And as Mr. Frear acknowledged, SDARS have "high contribution margins and

... very stable fixed costs that don't grow at the same rate as revenue does and so you get

significant operating leverage." 6/12/07 Tr. 64: 9-13 (Frear). As a result "our contribution

margin as a percentage of our revenue has stayed relatively stable right around the 70% range.

And our other costs of the business haven't grown anywhere near as fast as the revenues are

growing, and, so in essence the EBIDTA losses of the business are shrinking each year. [Thatj is

a good thing." Id, at 65:9-18 (Frear).

236. Even in their Findings, the SDARS acknowledge that both companies are growing

at a strong pace and that they are on track to meet 2007 growth projections. SDARS FOF at gtt

723-730. They also acknowledge that the key to their eventual profitability is subscriber growth,

id. at tt 730, a point that is made repeatedly without contradiction in the record. See, e.g., Butson

WDT at 12, SX Trial Ex. 57; 6/13/07 Tr. 162:15-18 (Musey); 6/6/07 Tr. 24:2-7 (Vendetti).

237. The SDARS nevertheless claim that SoundExchange's rate proposal causes the

SDARS to suffer net losses each year of the license period and that, as such, it is disruptive.

SDARS FOF at 1'43-744. But that claim suffers from at least two major flaws. First, the

SDARS have always had operating losses and project to have them into the future. Why the

SDARS cannot expend more money on sound recordings today, as opposed to chipsets several

years ago, or the Howard Stern deal in 2004, is never explained, nor could it be, Second, and

related to the first, net loss is derived from subtracting total costs from total revenues. The sound

recording royalty is merely one cost item — it is not solely responsible for a company's net losses

or gains, any more than any cost or revenue item is responsible. The SDARS'pproach to the
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financial issues in this case — to place all the responsibility on the sound recording royalty for its

profit and loss statement — has no basis in finance and none in the four statutory factors.

23S. As the record demonstrates, the SDARS have suffered net losses in every single

year of their existence, and even under their own near zero rate they would continue to suffer

losses at least through 2009. Frear WRT, SIR Trial Ex) 59~. Thohe lbssbs are the result of the

fact that the SDARS have not yet achieved a size that allows them to have net: income, but 1)'hey
are well on their way to doing so and 2) that has always been their business plan. For'hat

reason, as Mr. Butson explained without contradiction, the relevant question is whether. the

companies are growing and the losses are shrinking. Butson WRT at 14-16, SX Trial Ex. 1.23..

As to that, the SDARS'wn Findings of Fact show that in.every year under SoundExchange's

rate proposal the deficits for both of the companies decline. SDARS FOF at $744 (chart). The

effect of the SoundExchange proposal is merely to delay the time by which the companies.

become net income positive. The SDARS have not eve atterhp&d to slho@ that that delay

would have any disruptive effect on their businesses.

239. Exactly the same point is true about the free cash flow metric. The SDARS'hemselves

argue in their Proposed Findings of Fact that fice cash flowl is the!'metric that most

closely translates into return on investment," SDARS FOFi at $ 209. i The SDARS bemoan the

fact that under SoundExchange's proposal, the companies do not~ tuitn free cash flow positive

until the end of the license term. SDARS FOF at $ 745. But exactly the same thing is true if one

assumes the SDARS'wn near zero royalty. See Butson WRT App. E, SX Trial Ex. 123.

Directionally, under either proposal, free cash flow for both compames ~improves every ye&

(except 2012 for Sirius, because it purchases satellites that year). Id. To put this in perspective,

Sirius has sustained these losses since 1992, and if its preferred near zero rate:is adopted it;
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projects those losses will end in 2009, meaning it will have taken 17 years to achieve that

milestone. With SoundExchange's rate, that milestone will be achieved in 2010, 18 years after

the business started. Id. The SDARS are unable to explain why this one-year delay is of any

significance. As Dr. Herscovici explained, they are not because so long as the future revenue

streams are growing and strong, i.e., so long as the SDARS continue to gain subscribers by

having attractive content, there is no threat to their viability from a royalty rate of the sort

SoundExchange has proposed. Herscovici WRT at 33-42, SX Trial Ex. 130.

240. Indeed, the SDARS do not even try to show that the one-year delay in becoming

cash flow positive would have any effect on their businesses. See 6/13/07 Tr. 206:15-16

(Musey) ("Q: You make no claim about what a delay in achieving a state ofpositive cash flow

would do to the underlying business, do you? A: I do not.").

241. In any event, the SDARS'laim that their losses are "a direct consequence of the

extraordinary sound recording royalty sought by SoundExchange," SDARS FOF at $746, is

false. Under any royalty, the SDARS will suffer losses in the early years and those losses will

decrease over time. Of course, any cost increase, including an increase in a royalty payment,

will decrease cash flow and net income. If a business can virtually eliminate the cost associated

with its most important input, its financial situation will improve, at least on paper. Herscovici

WRT at 33-34, SX Trial Ex. 130. That is simply a mathematical point and has nothing to do

with "disruption" or "fairness," unless the SDARS mean to suggest (as they appear to do) that

any rate above zero is by definition disruptive and unfair. If that were the test, Congress would

not have granted a license in the first instance.

242. Finally, the claim that all losses must be eliminated by 2012, SDARS FOF at $

747, or that the Court should jigger the sound recording royalty rate to make it work out that the
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sum of free cash flow totals over the years .2007-2012 equals zero, id. at $ 800, is totally

artificial and has nothing to do with finance, with the SDARS "econom:ic viability," id., or with

any of the statutory factors„No SDARS witness testified that they faced a 2012 deadline t6 titrn

losses into gains, and such testimony would have been incredible. In any event, that is an

impossible goal. The S:DARS accumulated deficit, which the'y tout as perhaps the most

significant metric, will not be eliininated by 2012 even at a zero rate. Neither can their deficits

accumulated only over the rate period (Dr. Noll's preferred metric) be reduced to zero through

manipulation of the royalty, according to the SDARS new Appendix C, SDARS FOF at App. C,

unless the record industry i.s ordered to pay the S:DARS $2.2 billion. Id.

243. Ultimately, the SDARS'rlpunents about operating losses and free cash flow are

simply an argument that they do not want their costs to increase. The claim that any sound

recording royalty above the t)Q/] that Sirius has budgeted is dispositive is really a claim that

any increase in any line item would be disruptive. SX Trial Ex. 58;',SDARS FOF at $ 735.

There is nothing in the record to suppoit that claim and, a host of,data, in particular the large

sums the SDARS spend for non-music content and their own statements about having a great

future despite having current operating losses,, that belies the claim. ~

244. In the end, the SDARS's disruption argument is one that prior tribunals have

routinely rejected. The argument that any increase in cost beyond what had been planned will be

disruptive or lead to bankruptcy:is one often heard by copyright royalty panels and regularly,

rejected as a measure of dI.sruption under the fourth statutdry factor. "The fact that an increase in

the rate will increase costs is not per se an argument against raising the rate" under (

801(b)(1)(D). Phonorecords,, 46 Fed. Reg. at 10486. See also id. at 10481 ("We reject the

contention that any immediate increase in the mechanical royalty payable to copyright owners,

96

Public Version

sum of free cash flow totals over the years .2007-2012 equals zero, id. at $ 800, is totally

artificial and has nothing to do with finance, with the SDARS "econom:ic viability," id., or with

any of the statutory factors„No SDARS witness testified that they faced a 2012 deadline t6 titrn

losses into gains, and such testimony would have been incredible. In any event, that is an

impossible goal. The S:DARS accumulated deficit, which the'y tout as perhaps the most

significant metric, will not be eliininated by 2012 even at a zero rate. Neither can their deficits

accumulated only over the rate period (Dr. Noll's preferred metric) be reduced to zero through

manipulation of the royalty, according to the SDARS new Appendix C, SDARS FOF at App. C,

unless the record industry i.s ordered to pay the S:DARS $2.2 billion. Id.

243. Ultimately, the SDARS'rlpunents about operating losses and free cash flow are

simply an argument that they do not want their costs to increase. The claim that any sound

recording royalty above the t)Q/] that Sirius has budgeted is dispositive is really a claim that
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There is nothing in the record to suppoit that claim and, a host of,data, in particular the large
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801(b)(1)(D). Phonorecords,, 46 Fed. Reg. at 10486. See also id. at 10481 ("We reject the

contention that any immediate increase in the mechanical royalty payable to copyright owners,
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would be disruptive on the record industry. The record in this proceeding clearly shows that an

increase in the compulsory license is necessary to afford copyright owners a fair return.").

Moreover, the fact that the SDARS pay market rates for everything else — especially less

valuable non-music content that serves the identical purpose that sound recordings do — strongly

counsels against moving far from a market rate here (other than to ramp up the rate over time).

Jukebox CRT, 46 Fed. Reg. at 889 ("The jukebox industry pays reasonable market prices for all

other goods and services they require. We hold that they can pay the schedule we have adopted

for the central commodity of their boxes without adverse impact.").

245. Indeed, many of the arguments that the SDARS make here are identical to those

that Copyright Royalty Tribunal considered and rejected when they were made by cable

companies, albeit in a proceeding to set two different rates under standards that required the CRT

to "make a reasonable adjustment" to rate in one case and to set "reasonable'ates giving due

consideration to "the economic impact on copyright owners and users," in the other. Adjustment

ofthe Royalty Ratefor Cable Systems, 47 Fed. Reg. 52146, 52152 (1982) (quoting H.R. 94-1476,

at 176). In that proceeding, cable company witnesses testified about:

the extensive capital investment required in the construction of systems and the numbo years required before many systems become profitable. But our record establishessignificant growth in the number of cable subscribers and the prospect of a further steadyrise in the percentage of households serviced by cable.... [cable witnesses furtherjasserted that many of the cable systems currently being built will not show a profit beforethe eighth to twelfth year of operation. Copyright owners in their evidence presented adifferent picture of the health of the cable industry, but even our acceptance ofNCTA'sassessments would not produce the result in this proceeding urged by NCTA.

47 Fed. Reg. at 52153.
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246. In that proceeding, the CRT rejected the cable industry's claims of poverty, as

well as its demand that copyright license rates be set.in so that cable.operators: could: show:

profitability and pay copyright owners last:

Our statutory mandate to consider the impact of the royalty schedule on the cabIe
industry does not suggest that our task is to ascertain if the cable industry after paying for:
all other regular costs of operation has adequate remaining revenue for payment of.
reasonable copyright fees for the carriage of distant signals.. The rates we have adopted
will result in a significant increase in the cost to!an operator for carriage of a distant
signal, and are likely to have an impact on the level of profitability of some cable
systems. But we cannot restrict our rate determination to its effect on cable industry
profits. Rather, we must strike a balance between copyright owner and user, while also,
remembering that only the cable operator has freedom of choice in this congressional
mandated marriage.

47 Fed. Reg. at 52153.

247. Finally, it is worth noting that, in the event of a merger between XM and Sirius,

which those companies believe is likely to occur, the entire argument about operating losses -.

even if taken at face value — disappears. As the SDARS have indicated, if, the merger is

approved, the SDARS will realize accelerated and enhanced cash flows and "significant,

realizable cost synergies" that will benefit both consumers 'and investors. SX Trial Bx. 5 at 5, 8.

As a result of the merger, while costs will decline in'virtually every category, there will: also be

an improvement in all revenue categories, including subscription revenue, advertising revenue,

and equipment revenue. SX Trial Ex. 76 at 3; 8/15/07 Tr. 193:9-13 (Frear). In fact, the merger

will lead to estimated capitalized cost saving of appiIoxjmqtely $P to~ $7~ billiori. SX Trial Ex. 5 at

9. See also 6/5/07 Tr. 91:13-92:11 (Parsons). Thosle cbst lsaVings @6'waylthe complaints of

the SDARS about operating losses under any rate prop@sall. Bechusl th0 SDARS themselves are

on the verge of seeking to radically change this industry and to erase the arguments on which i
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they principally rely for a low rate through 2012, the Court should ensure that the royalty rate

adopted accounts for the possibility of a merger.

4. The SDARS Third Attempt — Accumulated Deficits.

248. Although the bogey-man of "accumulated (or cumulative) deficit" featured

prominently at trial, the SDARS virtually abandoned it in their discussion of disruption in their

Proposed Findings of Fact. As with the other metrics discussed above, "accumulated deficit" is a

meaningless statistic for purposes of the analysis here.

249. Critically, the SDARS acknowledge and quote Dr. Noll's admission that the

growth of the cumulative deficit would not be disruptive "with respect to this product," i.e., the

SDARS, because it is entirely a backwards looking metric. SDARS FOF at $ 748 (quoting Dr.

Noll). Dr. Noll goes on to say that the Court's failure to address the deficit here might dissuade

investors in new businesses who also need to obtain sound recording licenses under section 801.

Id. But there are no such businesses, as Congress has determined that the willing buyer/willing

standard seller will apply to any new technologies and any new subscription services. Thus, all

of the SDARS'hetoric about hampering the development of new technologies is irrelevant to

the application of the statutory factors here.

250. In any event, Dr. Noll's point, echoed by Mr. Frear, SDARS FOF at $749, is that

no one would invest in a business if there were some rule or regulation in place that assured that

it would never recover start up losses. That is a straw-man. SoundExchange is proposing no

such rule, and in fact the accumulated deficits grow in the early years under any conceivable rate,

just as the rate of growth of the deficits shrinks every year under any conceivable rate. Once

again, the SDARS'oint seems to be that there is something magic about 2012; thus, they point

out that under the SDARS proposal "accumulated deficits continue to climb every single year
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during the license term," SDARS FOF at i 750, while under their proposal the deficits stop» ' 
rising near the end of the rate period. That is true. Under the SoundExchange proposal, for

example, Sirius'eficits do not begin to shrink until 2013, one year after the end of the rate

period. See Butson WRT, App. A. The SDARS never explain why that makes any difference,

and it does not. Many highly successful businesses, such as Amazon.corn and DirectTV,

continue to this day to show billion dollar accumulated deficits on their.books. a decade.'or more.'fter
they first began providing service. Butson WRT at 4, SX Trial Ex. 123; SX FOF at g

1009-1010. As Mr. Butson demonstrates, the accumulated deficit is a meaningless accounting

statistic, and there is no evidence that either Mr. Vendetti or Mr. Frear have ever so much as

mentioned the term outside of this litigation in all of the years. they have been involved with the

SDARS. See 8/27/07 Tr. at 266:11-267:7 (Butson) (in his years ofmeeting with representatives

of XM and Sirius he never heard them once mention accumulated deficits).

251. Dr. Noll makes a similar and equally misguided point about the SDARS'o'rward-'ooking

costs — he states the obvious point that for these businesses to be successful these costs

must be recovered over the long run, or no one would invest in the SDARS businesses.: SOARS,

FOF at $$ 752-758. He points out that the SDARS'osses ~arq suph ga) uoder; a 6% royalty the

SDARS will be no worse off in 2012 than they are in 2006, while under SoundExchange's

royalty they will be. He concludes from this that any royalty higher than 6% "will put tlhe I

SDARS operators out of business." Noll WRT at 36, SDARS Trial Ex. 72.

252. Now, according to the SDARS, counsel has updated the Noll calculation based on

the more recent SDARS financial results reported in the rebuttal phase of the case. Those

results, appearing in their Appendix C to the Proposed Findings ofFact, purportedly, show that

even with a zero royalty rate the SDARS still would be worse off in 2012 than they are iin 2006, i
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to the tune of $2.2 billion. SDARS FOF at tt 758 0 App. C. Since it is Dr. Noll's testimony that

this number must be brought down to zero or the SDARS will be put "out of business," the

SDARS conclusion must be that this Court should not set a "near zero" royalty, but a negative

royalty that requires SoundExchange to pay the SDARS $2,2 billion, or else they will go out of

business.

253. This "revised" version of Dr. Noll's analysis merely underscores the utter

meaninglessness of that analysis. Among other things, it shows that the sound recording royalty

is not what "causes" deficits or prevents the recovery of forward-looking costs, and it should not

be used as a lever to "fix" them. Herscovici WRT at 33-34; SX Trial Ex. 130.

254. Still later the SDARS seize upon a 4'/o rate, because assuming a 4/0 rate, the sum

of all free cash flows from 2007 to 2012 happens to total to around zero, and cumulative zero

free cash flow from 2007-2012 is asserted to be "necessary for [the SDARS'] viability," SDARS

FOF at $ 800. They do not say why this is so. The SDARS at the same time assert that the

accumulated net income or profit from 2007-2012 achieves some minimally acceptable level if

the royalty rate is set at 4'lo, though they do not identify that magic net income number. SDARS

FOF at tt 800. According to Mr. Frear's calculation, that number is a loss of $964 million.

Frear, Sir Ex. 58 (summing up annual "Net Loss" lines). The SDARS do not explain the

talismanic significance of having cumulative net losses be no greater than $964 million during

the rate period, perhaps because it is not as round or satisfying a number as zero, the cumulative

free cash flow number that they urge the Court to generate through manipulation of the royalty

rate.

255. Presumably, since the SDARS are becoming increasingly profitable, had the rate

period ended at 2011 instead of 2012, the SDARS would have found a lower rate than 4'ro to
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have been "necessary for [the SDARS'] viability," and if the rate period had ended at 2013. a .

higher number would have been allowable.

256. Not only do such arguments make no.sense from an economic point ofview, they

would put the Court in the position of an administrator seeking to use the sound recording

royalty to micro-manage the SDARS'rofit and loss statements to generate a particular (and i

wholly arbitrary) set of outcomes. That kind of economic thinking went out of fashion with the,

fall of the Berlin Wall. It has nothing to do with any ofithe four statutory factors.

257. Finally, neither Dr. Noll nor any other SDARS; witness is able to explain what .

makes 2012 such a magical date for the SDARS'iinances. i Indeed, when pushed in Court by

Judge Wisniewski as to how long a period of time it.should take before accumulated deficits are

overcome, and why they should be overcome on the back of the record industry, Dr. Noll said

only that he "didn't know how to go about [solving] that problem," and that it was "up to [thei

Court] to decide." 8/16/07 Tr. 88:16-89:20. The SDARS~ mlisuhe df the 6nancial evidence in

this case merely underscores that their "fairness" and "disruption" claims are completely hollow

258. As with the other measures of disruption, tHe SIDARS hsIve 'even loess',of & i

argument assuming the merger goes through. The $3 - $7 billion in cost savings means that the

SDARS will rapidly reduce their accumulated deficits+ although that measure is, ofno use in lany

event. See supra.

5. The SDARS'ourth Attempt — Borrowing.

259. Finally, the SDARS claim that the increased cbstsl as4ociateld Wth

SoundExchange's royalty proposal would make it difficult for the SDARS, to refinance existing

debt. SDARS FOF at $$ 765-782. But as with their oper cia)m) infolding disruption, they fail

to prove their case. Indeed, the record demonstrates that the SDARS have always been able to
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borrow money, even when their prospects were far less rosy, and that they have done so just

recently on highly favorable terms.

260. The SDARS witness Mr. Musey testified that both XM and Sirius have credit

ratings below investment grade, which prevents many banks from loaning them money, increases

the cost of debt, SDARS FOF at tI 769, and that "the company is significantly challenged in

borrowing money as it is." Id. at 768 (quoting Musey). It is remarkable that the SDARS

continue to rely on this testimony, because 1) the SDARS themselves tell the world outside this

proceeding that the investment community (as distinct from the ratings agencies) views their

bonds as much better than junk bonds, Herscovici WRT at 38, SX Trial Ex. 130 (quoting David

Frear, CFO of Sirius), and 2) immediately prior to and subsequent to this testimony both XM and

Sirius borrowed money on extremely favorable terms, disproving Mr. Musey's statement that

they were "significantly challenged."

261. Specifically, in June 2006 Sirius entered into a credit agreement with Loral for a

loan of $250 million associated with a new satellite on favorable terms of LIBOR plus 4.75%.

Id. p. 15; 8/15/07 Tr. 134:6 (Frear). In the first quarter of 2007 Sirius obtained an even more

favorable loan of $250 million for a 5.5 year term at LIBOR plus 2.25% — an exceedingly

favorable rate equal to 7.625% . SX Trial Ex. 74 at 4. That rate was far below rates that Sirius

obtained in prior years, showing that the marketplace has great confidence in the companies.

Herscovici WRT at 39, SX Trial Ex. 130. At that time, Sirius commented in its press release that

"the issue was very well received in the marketplace with strong demand and attractive pricing."

Id. (citing "SIRIUS Completes $250 Million Loan," M2 Presswire, June 22, 2007). Similarly,

just prior to the time that Mr. Musey offered his expert opinion, XM entered into a leaseback

arrangement for one of its satellites for approximately $289 million at a rate of approximately
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10%. 6/5/07 Tr. at 307:15, 308:10 (Vendetti). See also XM Trial Ex. 10 at Vendetti at Ex. 1, p.

51-52, F24-F29 k Ex. 2., p. 15. Sirius's bonds are trading at par, and according to Mr. Vendetti,'during2006, XM replaced it. existing debt structure, moving from higher-rate secured debt to

lower-rate unsecured debt." Vendetti WDT at 14, XM Trial Ex. 4. In particular, XM

significantly lowered the cost of its debt by replacing 12% and 14% notes with 9,75% notes.

These are the practices of companies on sound financial footing, Butson WRI at 17-18, SX T'rial

Ex. 123; Herscovici WRT,at 38, SX Trial Ex. 130, not companies that are "significantly

challenged in borrowing m.oney." SDARS FOF at tt768.

262. The SDARS further take, Mr. Butson to task for assuming that they would be able,

to re-finance existing debt at a rate of 10%. SDARS FOF at $765. They first point out that

much of that debt is convertible, and that the . tock conversion price is above the current stock

price. Id. See also id. at ltd( 792-94. But Mr. Butson conservatively assumed that none of the

debt would be converted to stock., and all would be refinanced not as lower-priced convertible

notes, but at a rate of 10%. The SDARS'rguments about the ciuYent notes being convertible

and "under water" are thus irrelevant.

263. Next the: SDARS rely on a snippet of oral tcstirnony from Mr. Frear in which he

states that Sirius might have trouble re-financing existing debt because of reduced EBITDA

levels and the ratio of debt to EBITDA caused by the SoundExchange rate proposal. SDARS

FOF at $ 767. There is no analysis supporting this testimony, and no expert endorsed Mr.

Frear's view, which was not part of his written testimony. His oral testimony is not credible. As

Mr. Frear admitted, the ratios and EBI l"DA figures upon which he relies were far worse when

Sirius borrowed the money initially„8/15/07'r. 211:2-19 (Frear), And, as Mr. Butson

104

Public Version

10%. 6/5/07 Tr. at 307:15, 308:10 (Vendetti). See also XM Trial Ex. 10 at Vendetti at Ex. 1, p.

51-52, F24-F29 k Ex. 2., p. 15. Sirius's bonds are trading at par, and according to Mr. Vendetti,'during2006, XM replaced it. existing debt structure, moving from higher-rate secured debt to

lower-rate unsecured debt." Vendetti WDT at 14, XM Trial Ex. 4. In particular, XM

significantly lowered the cost of its debt by replacing 12% and 14% notes with 9,75% notes.

These are the practices of companies on sound financial footing, Butson WRI at 17-18, SX T'rial

Ex. 123; Herscovici WRT,at 38, SX Trial Ex. 130, not companies that are "significantly

challenged in borrowing m.oney." SDARS FOF at tt768.

262. The SDARS further take, Mr. Butson to task for assuming that they would be able,

to re-finance existing debt at a rate of 10%. SDARS FOF at $765. They first point out that

much of that debt is convertible, and that the . tock conversion price is above the current stock

price. Id. See also id. at ltd( 792-94. But Mr. Butson conservatively assumed that none of the

debt would be converted to stock., and all would be refinanced not as lower-priced convertible

notes, but at a rate of 10%. The SDARS'rguments about the ciuYent notes being convertible

and "under water" are thus irrelevant.

263. Next the: SDARS rely on a snippet of oral tcstirnony from Mr. Frear in which he

states that Sirius might have trouble re-financing existing debt because of reduced EBITDA

levels and the ratio of debt to EBITDA caused by the SoundExchange rate proposal. SDARS

FOF at $ 767. There is no analysis supporting this testimony, and no expert endorsed Mr.

Frear's view, which was not part of his written testimony. His oral testimony is not credible. As

Mr. Frear admitted, the ratios and EBI l"DA figures upon which he relies were far worse when

Sirius borrowed the money initially„8/15/07'r. 211:2-19 (Frear), And, as Mr. Butson

104



Public Version

concluded in uncontradicted testimony, it is far easier to roll over existing debt than it is to

increase borrowing. Butson WRT at 17.

264. Mr. Vendetti too suggested that XM might have difficulty refinancing its existing

debt if SoundExchange's rate proposal were adopted. Vendetti WDT tt 7, XM Trial Ex. 10. But

on cross-examination he acknowledged that he was only making a mathematical statement that

XM would make less money with a higher royalty, a conclusion that Chief Judge Sledge

observed meant that his written testimony about disruption "has no meaning." 6/6/07 Tr. 29:5-

13 (Vendetti). Mr. Vendetti failed to provide any evidence, or even any conjecture, as to what

level of royalty rate below the maximum rate proposed by SoundExchange would in his opinion

make it possible for XM to access the debt market to refinance its existing debt. 8/15/07 Tr. at

55:7-11 (Vendetti). He provided no quantification of any increased risks associated with a

higher royalty, and no analysis linking XM's allegedly limited access to financial markets to any

particular royalty rate. 6/16/07 Tr. at 30:20-31:9 (Vendetti).

265. The SDARS assertions to the contrary, Mr. Butson did not "guarantee" that the

existing debt could be refinanced. SDARS FOF at tt 777, and he did not "misapprehend" that

credit facilities would have to be refinanced, no matter what rate proposal was adopted. Id. tt

776. Instead, he, along with Dr. Herscovici, provided substantial and uncontested empirical

financial analysis which demonstrated that SDARS'laims that such re-financing was at risk are

not credible. See SX FOF at 1'217-1232.

266. As these experts explained, most of the SDARS'ebt comes due in 2009, and by

that time the projections are that with SoundExchange's rate adopted Sirius will be within a year

of achieving positive free cash flow and positive EBITDA. Butson WRT at App. E. Sirius was

nowhere approaching those milestones when it initially took on that debt, and its prospects were
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far more uncertain. In f'act, even at the time of the oral rebuttal heariings in August 2007, when

the debt markets were in turmoil as a result of'problems in the subprime mortgage lendiing area,

and with the bond market well aware of'SoundExchange's rate proposal, XM and Sirius senior

secured bonds with coupons in the 9% range were trading at around 11%. 8/27/07 Tr. 277:17-

278:7 (Butson). i i

267. Nor is the $2.4 billion debt load o:f these two companies unreasonable, given their

business model. The combined interest expense of $ 178 million is only 11% of 2006 expected

revenues, and this percentage wil.l decline,significantly over the next several years as subscribers

and revenues grow. Additionally, as indicated, of the total long-term debt figure„all but $ 126

million comes due in 2009 or later. By approximately that tiiiie, both companies will be close to

producing positive free cash flow, meaning they will be able to finance their business and debt

payments with internally generated cash flow.

268. Looked at another way, when most of the debt comes due in 2009, SIirius projects

that it will collect approximately $ 1,.5 billion in revenue, Butson WRT App. A, F. Projected

EBITDA margins for 2010-2015, respectively, are $ 118 rrfillibn, $266 tnillion, $358 million,

$513 million, $613 million, and $708 mill:ion. Id. Projected revenues bver that same period total

more than $ 16 billion. Butson WRT App. A. The claim that bariks will not refinance theilr

existing debt for a company with those financial prospects borders on the frivolous. Herscovici

WRT at 38-39, SX Trial Ex. 130. Absent materially ndgativel unlfor6sebn Circumstances,

" Mr. Butson did not recognize as "false" his analysis of the debt as a result of the
financial crises that was occurring at the time of his rebuttal testimony. SDARS FGF at tt 779.

To the contrary he rejected the SDARS'ounsel's claims that re-financing was impossible in this
crisis situation, and testified that the SDARS" bonds were still trading at a level only slightly
above their face value, in spite of the crisis. 8/28/07 Tr. 38:7-16 (Butson).
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companies with billions of dollars of annual revenue, projected double digit EBITDA margins,

and significant expected free cash flow will be able to access the credit markets to refinance their

debt that was obtained when the SDARS had a radically less favorable financial outlook. Butson

WRT at 18, SX Trial Ex. 123; SX FOF at 1'217-1232.

269. Even if one assumed, conservatively, that the increased costs resulting from

SoundExchange's rate proposal drove the bond price to, for example, 12%, that would result in

approximately an additional $ 10 million in interest charges annually from the charges set out in

Mr. Butson's models. These are relatively insignificant cost increases for companies the size of

XM and Sirius and would not materially effect Mr. Butson's conclusions. 8/27/07 Tr. 278:8-

279:10 (Butson).

270. The SDARS'laim that Mr. Butson should not have concluded that the SDARS

did not need to borrow additional funds and were fully funded, in light of the fact that Mr. Frear

testified to the inadequacy of a $41 million cash cushion, which he claimed would be the "low"

point in the rate term if SoundExchange's rate proposal were adopted. SDARS FOF at gtt 770-

771. But this is simply to acknowledge that Mr. Butson is correct that at all times under

SoundExchange's rate proposal, both SDARS are liquid. If in fact in 2009 it appears that Sirius

will have a cushion of only $41 million, and it seeks to borrow additional funds at that point,

even Mr. Frear does not suggest that it will have any difficulty borrowing to create such a

cushion. At that point it will have over $ 1.5 billion of revenue annually, and it would be

incredible to suggest that it could not borrow to increase the amount of cash on hand. And, the

fact that XM and Sirius both accessed the debt market successfully in 2007 does not mean the

companies were not "fully funded" at that time. SDARS FOF at tt 771. As Mr. Vendetti

explained at trial, it borrowed opportunistically. 6/5/07 Tr. 308:11-309:5 (Vendetti). That has
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nothing to do with the SDARS status of being fully funded, Indeed, Sirius itself states that it is

fully funded. 6/12/07 Tr. 139:13-14 (Frear).

271. Finally, as with all of disruption arguments made by the SDARS, the:claim that

they will have difficulty borrowing becomes even morel abkur8 i'll thb event of'the expected

merger. SX FOF at g 1233-46.

6. One Final Comparison

272. As explained above, the various measures offered gaby the SDARS provide no basis

for concluding that the SDARS will in anyway be disrupted by the rates proposed by

SoundExchange. Each of the measures proposed by the SDARS tells the court nothing.about.

their long-term viability.

273. XM and Sirius suggest that they are radica11y different from other companies and .

therefore cannot afford a market rate because 1) they have.substantial debts; 2) their stock value

is low and/or fluctuates; or 2) they have significant accumulated deficits. They use these factors .

to suggest that their financial prospects are in jeopardy and they cannot, afford to pay much for

sound recordings. But these factors do not differentiate XM and Sirius &om many companies —.

including record companies to whom they owe royalties in this proceeding.

274. Warner Music Group is the only stand-alone record company that is publicly

traded; it includes both a sound recording business and u music publishingi business. WMG has .

approximately a 20% share of the U.S. sound recording market. Bronfman WDT at, 1, SX Trial

Ex. 59.

275. Like XM and Sirius, WMG also has a significant accumulated deficit — $51.6

million as of the end of fiscal year 2006. SDARS Triall Eel. 3$ atl SE 0214110 (WMG 2006 10-:

k).
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276. XM and Sirius point to their debt loads and argue that they will have difficulty

raising money in the future, but WMG has a higher debt load than XM and Sirius, with long-

term debt as of the end of fiscal year 2006 of more than $2.2 billion. SDARS Trial Ex. 35 at SE

0214134 (WMG 2006 10-k). In contrast, as of the end of 2006, Sirius had only $ 1.1 billion in

debt. SDARS Trial Ex. 69 at 21 (Sirius 2006 10-k). The interest rates of WMG's recent

indebtedness exceed, in some cases, that of the debt that Sirius was able to access in mid-2007.

SDARS Trial Ex. 35 at SIR 0214134.

277. XM and Sirius also suggest that their stock prices and market capitalization reflect

significant risk, but WMG's stock prices has fluctuated significantly and its market capitalization

is under $4 billion, less than that of Sirius, which is over $5 billion. See SDARS Trial Ex. 35 at

35 (Warner Music Group 10-K, showing stock price of $25.60); id. at 90 (showing 149 million

outstanding shares); SDARS Ex. 69 at 25 (Sirius 10-K showing stock price of $3.74); id at F-7

(showing 1.4 billion outstanding shares).

278. Unlike XM and Sirius, no one projects WMG's revenues to grow at the rate that

XM and Sirius'ill. Whereas XM and Sirius project revenues to almost triple from 2007 to

2010, the prospects for sound recording companies are on the decline. Herscovici WRT at 3-12,

SX Trial Ex. 130.

279. These comparisons merely show that the SDARS are no different from many

companies and the metrics about which they complain are no different than those faced by

companies across the United States, who pay market price for their inputs all the time. That the

SDARS have borrowed money and may borrow again, have an accumulated deficit, and have a

market cap collectively of $ 10 billion does not distinguish them. And it certainly provides no

basis for finding disruption here.
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7. Conclusion

280. In sum, the SDARS'laims that it would be; disruptive to adopt SoundExchange's

rate proposal are not supported by the record evidence, which establishes to the contrary that the

SDARS would not be disrupted by a royalty rate at the level proposed by SoundExchange.

281. The SDARS have provided literally nothing. in response to the testimony. that 1)

their long-term prospects are exceedingly strong under SoundExchange's rate proposal if .

adopted, as shown by the analysis of Mr. Butson and Dr. Herscovici, 2), they have and continue

to borrow money with no difficulty, including in times when their future prospects were less

strong; and 3) they have paid market rates for many things, most particularly non-music content

that is less valuable than the sound recordings at issue here. SX FOF at Section VI.D. There is

thus no reason to conclude that paying less for sound recordings would have a disruptive impact. i

282. Thus, for all of the above reasons, the SDARS'our-factor analysis lends no

support to their near-zero rate proposal.

IV. THE PSS RATE: A FLAWED BENCHMARK DIMINISHED BY FAULTY
ANALYSIS

283. The SDARS'enchmarks do not support their rate proposal any more than their

four-factor analysis does.

A. No One Knows Whether the PSS Rate ReQects the 80j,(b) Factors, Mtxcli

Less How to Adjust Those Factors for Differences Between the PSS
Services and the SDARS

284. The best the SDARS can say about the rate negotiated between the record

companies and the PSS in 2003 is that the rate "presumably reflects the parties'xpectatiohs 6f.'he

value of the 801(b) factors and what the CARP would have decided... had the parties.

litigated." SDARS FOF at $ 818 (emphasis added).. Their argument that the PSS rate is valuable

110

Public VersIion

7. Conclusion

280. In sum, the SDARS'laims that it would, be, disruptive to adopt SoundExchange's

rate proposal are not supported, by the record evidence, which establishes to the contrary that the

SDARS would not be disrupted by a royalty rate at the level proposed by SoundExchange.

281. The SDARS have provided literally nothing in response to the testimony that 1)

their long-term prospects are exceedingly strong under SoundExchange's rate proposal if

adopted, as shown by the analysis of Mr. Butson and Dr. Herscovici„2) they have and continue

to borrow money with no difficulty, includIing in times when their future prospects were less

strong; and 3) they have paid market rates for many things, most particularly non-music content

that is less valuable than the sound recordings at issue here. SX FOF at Section VI.I). There Iis

thus no reason to conclude that paying less for sound recordings would have a disruptive impact.

282. Thus, for all of the above reasons, the SI)ARS'our-factor analysis lends no

support to their near-zero rate proposal.

IV. THE PSS RATE: A FLAWED BENCHMARK DIMINISHED ElY FAULTY
ANALYSIS

283. The SDARS'enchmarks do not support their rate proposal any more than their

four-factor analysis does.

A. No One Knows Whether the PSS Rate Reflects the 801(b) Factors, Mixch

Less Elow to Adjust Those Factors for I)ifferences Between the PSS
Services,and the SDARS

284. The best. the SDARS can say about the rate negoti.ated between the record

companies and the PSS in 2003 is that the rate "presumably reflects the parties'xpectatiohs bf'he
value of the 801(b) factors and what the C'ARP would have decided... had the parties

litigated." SDARS FOF at tt 818 (emphasis added). Their argument that the PSS rate is valuable

110



Public Version

as a benchmark because it reflects the $ 801(b) factors thus is based not on evidence but on

speculation — the SDARS admittedly do not know whether that rate is based on the $ 801(b)

factors or not. And even if the parties who negotiated the PSS rate did attempt to address the

$ 801(b) factors, as the SDARS again admit, the rate reflects not a CARP's application of those

factors, but only the parties'expectations" of how a CARP would apply the factors. Id.

Whether the parties to the PSS negotiation had an accurate expectation of how the CARP would

apply the 801(b) factors is anyone's guess. And if the parties settled the case because they did

not want the 801(b) factors to enter in, that too is unknown.

285. Quite apart from the uncertainty engendered by the fact that the parties to the PSS

rate negotiation might or might not have considered the $ 801(b) factors, and might or might not

have accurately predicted how a CARP would apply the $ 801(b) factors, there is also great

uncertainty about how to translate the application of the $ 801(b) factors from the PSS to the

SDARS. The SDARS argue that the PSS rate represents an upper bound for the royalty here

because the SDARS "outperform" the PSS on each of the $ 801(b) factors. SDARS FOF at tttt

859-860. But that is demonstrably untrue.

286. For example, the CARP which set the PSS rate in 1998 considered the PSS

services to be promotional. 63 Fed. Reg. 25394 at 25,407 ("If anything, the Panel believed that

the Services decreased the risk to the recording companies because the digital audio services

have substantial promotional value"). The SDARS services, on the other hand, substitute for

other sales of recorded music. SX FOF at $'It 673-713. Although Dr. Woodbury considered

promotion and substitution to be quite important to the application of the $ 801(b) factors, he did

not in any way account for this difference between the PSS and the SDARS. As Dr. Herscovici

found, the assumption of promotion was the linchpin of Dr. Woodbury's analysis; once removed,
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286. For example, the CARP which set the PSS rate in 1998 considered the PSS

services to be promotional. 63 Fed. Reg. 25394 at 25,407 ("If anything, the Panel believed that

the Services decreased the risk to the recording companies because the digital audio services

have substantial promotional value"). The SDARS services, on the other hand, substitute for

other sales of recorded music. SX FOF at $'It 673-713. Although Dr. Woodbury considered

promotion and substitution to be quite important to the application of the $ 801(b) factors, he did

not in any way account for this difference between the PSS and the SDARS. As Dr. Herscovici

found, the assumption of promotion was the linchpin of Dr. Woodbury's analysis; once removed,
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Dr. Woodbury's analysi.s of each of the statutory factors falls apart. Herscovici WRT at 11, SX

Trial Ex. 130; 8/29/07 Tr. 235:1-18 (Herscovici).

287. Instead, Dr. Woodbury considered the SDARS'nd PSS 'to be lqually

promotional, and this unfounded assumption pervaded his analysis df the 801(b) factors. In his

written direct testimony, for example, Dr. Woodbury devoted five pages to a discussion ofl why a

low royalty rate supposedly would maximize the availability Of creative works to the public

under Section 801(b)(1)(a), because the SDARS allegedly promote the sales of recorded music.

Woodbury WDT at 43-47, XM Trial Ex. 8. Similarly, with respect to Section 801(b)(1)(c), Dr,

Woodbury opined that the SDARS services impose no costs or risks on the record companies

because playing sound recordings on the SDARS does not, in his view, substitute for purchases

of CDs or downloads. Woodbury WDT at 51, XM Trifid Ex, 8. Dr. Woodbury returned to this

theme in his oral testimony, stating that the SDARS outperfoitm the PSS services with r;espect to

maximizing the availability of creative works because "I think in terms of their promotional

components XM and S!'irius again score higher than Music Choice[....]" 6/12/07 Tr. 302:3-9

(Woodbury). He reaffirmed his assumption that under $ 801(b)(1)(c) the risks to the record

companies are reduced because the ,'SDARS give the record companies "a new outlet for CD ~

promotion." 6/12/07 Tr. 319;18-320: I (Woodbury).

288. However, the evidence is overwhelming that Dr. Woodbury was wrong, and that

the SDARS in fact substitute for other sales of music bIy the rL:cord eoiIipanies. Ironically,

economists from CRA International — the consulting firm where Dr. Woodbury is a Vice

President (8/23/07 Tr. 163:22-165:4 (Woodbury)) — forcefully aitid repeatedly made this point in

the report they prepared to support the proposed merger of XIVI aiid Sirius. They state, for

example, that "satellite subscribers can and do substitute" for "many other popular audio
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entertainment options" including "CD players" and "MP3s and iPods." SX Trial Ex. 106 at Ex.

A at 10. It is no wonder that Dr. Woodbury opted not to read their report, even though it was

emailed to him. 8/23/07 Tr. 165:5-166:3 (Woodbury). Dr. Woodbury's opinion that the SDARS

promote sales of recorded music is flatly at odds with his own colleagues at CRA International,

and with the position XM and Sirius have taken in their merger-related filings with government

agencies. See SX FOF at g 673-674.

289. In addition, SoundExchange provided abundant survey evidence proving that the

SDARS substitute for sales in other markets, including (1) a study conducted for SoundExchange

by Mr. Mantis, showing that the SDARS substitute for the sale of 2.6 CDs per subscriber per

year (see SX FOF at $$ 675-693); (2) a second study conducted for SoundExchange by Dr. Wind

and relied upon by Dr. Pelcovits and Dr. Herscovici in their rebuttal testimony, which reached

the same conclusion (see SX FOF at g 694-695); (3) a survey conducted for the National

Association of Recording Merchandisers showing that satellite radio listeners were significantly

less likely to have purchased CDs and downloads in the last year compared to non-subscribers,

and that 84.7% of the satellite radio subscribers who did not buy CDs or downloads in the last

year said they did not do so because "they were satisfied listening to the music on satellite radio"

(see SX FOF at $$ 700-703); and (4) two surveys conducted by the SDARS themselves showing

that time spent listening to CDs and downloads drops dramatically when consumers obtain

satellite radio (see SX FOF at $$ 696-699).

290. The SDARS'lear substitution effect on sales of CDs, downloads and other forms

ofmusic consumption has independent economic significance, because the lost sales represent an

opportunity cost to the record companies of $ 1.29 per subscriber per month (8/28/07 Tr. 118:5-

19, 120:12-21 (Pelcovits)), and all economists agree that opportunity costs represent a floor
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beneath which the seller will not price and beneath which the return to the seller cannot be I

characterized as fair. 8/23/07 Tr. 163:5-10 (Woodbury); 8/20/07 Tr. 182:12-15, 183:21-184:6

(Benston); Noll WRT at 19, SDARS Trial Ex. 72. But for the.purposes. of this discussion, the

SDARS substitution effect also illuminates the flaws in Dr, Woodbury's attempt to use the, PSS

rate as a benchmark.

291. With respect to the first and third f 801(b) factors ~ the only factors the SDARS

consider relevant to a benchmark analysis (see SDARS FOF at $$ 866-867) — Dr. Woodbury's

belief that the SDARS promote music sales figured prominently in his discussion ofwhy the i

SDARS "outperform" his PSS benchmark. See supra. Dr. Woodbury could not have been more

wrong. While the PSS rate originally was set based in part on the premise that the PSS are

promotional, i2 63 Fed. Reg. 25394 at 25,407, the SDARS 1)lainism are substitutional for other
~

music sales. This 180-degree difference in how the relevant f 801(b) factors would apply to the

benchmark PSS market and the target SDARS market exemplifies why it is wrong to assume,. as

Dr. Woodbury does, that the 801(b) factors affected.the. PSS rate.way in the same way those

factors apply to the SDARS.

292. Even the SDARS seem to recognize, contrary to Dr. Woodbury, that the PSS and

SDARS cannot be equated with respect to promotion and substitution. The SDARS discussion;

in their proposed findings of fact concerning why the SDARS "outperform" the FSS on each of .

the $ 801(b) factors strikingly omits any discussion of promotion and substitution, even; though

i2 If the parties who negotiated the 2003 PSS rate indeed considered how the 801(b)
factors should affect that rate — a supposition for which'there is no evidence — it is logical to
expect that they would have analyzed those factors under the assumption that the:,PSS services
are promotional, consistent with the guidance they had from the 1998 CARP decision.
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Dr. Woodbury made that discussion the cornerstone of his $ 801(b) analysis. See SDARS FOF

at tttt 859-868.

293. Similarly, if the parties to the 2003 negotiation of the PSS rate did indeed

consider the $ 801(b) factors, how did they apply the fourth factor, which requires setting a rate

that minimizes the disruptive impact on the structure of the industries involved and on generally

prevailing business practices? And how would the PES negotiators'pplication of that factor to

the PSS translate into a rate for the SDARS, which have far brighter financial prospects than the

PSS? The SDARS have provided no evidence on this question.

294, The SDARS attempt to sidestep this question, contending that it is not necessary

to know what effect Section ) 801(b)(1)(d) had on the PSS negotiation, so long as the Court sets

a rate in this case that does not disrupt the SDARS industry. SDARS FOF at $ 866. That

argument is entirely illogical. If, for example, the PSS negotiators concluded that 30% of

revenue would be a reasonable PSS rate, but they reduced it to 7.25% of revenue because the

particular financial condition of the PSS rendered such a rate disruptive under the fourth $ 801(b)

factor, there is no reason why the SDARS should start off with a benchmark rate of 7.25% unless

their financial condition matches that of the PSS in 2003. The SDARS are entitled to a rate that

minimizes any disruptive impact on their industry, not a rate that minimizes the disruptive

impact on the PSS.

295. It is no surprise that the SDARS try to argue that they need not compare the PSS

and SDARS with respect to the fourth $ 801(b) factor. First of all, virtually nothing is known

about how the PSS rate was negotiated, exactly what the PSS'inancial condition was in 2003,

and how Section 801(b)(1)(d) impacted the 2003 rate. What is known is that the Librarian in

1998 thought the PSS services were in trouble and that the amount of PSS royalties that
115
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SoundExchange distributes is so small it does not begin to approach litigation costs. SDARS

Trial Ex. 26. Adjusting a PSS rate to account for the different ways that the fourth $ 801(b)

factor might have affected the PSS in 2003 compared to the SDARS today is impossible given

the dearth of information about the 2003 negotiation. But what is known is that structure of the

SDARS industry apparently is nett dI,srupted by recent agreements ta spend well over $J billion

on non-music content (SX FOF at $ 1128) — something that surely could not be said of the PSS.

Nor could the PSS say, as the SDARS can, that they have grown faster t~han any other telecom or

media subscription service. 6/19/07 Tr, 145:15-17 (Butsor»).

296. Sirius'evenue growth has been remarkable — from $0.8 million in 2002 to $ 12.9

million in 2003, to $66.9 million in 2004, to $242.2 million in 2005, to $637.2 million in 2006.

SIR Trial Ex. 61 at SIR Exhibit 47, jp. 26. Sirius expects t6 rdach $ 1 billion in revenues by the

end of 2007. 136:19-137:9'Frear). No wonder Sirius'EO, Mr!, Khrmazin, can report on an

earnings call that demand for SIRIUS continues to be strong, our financial performance is on

track, and we are executing very well on o»ir business plan." SX TrIial Ex. 74 at 2.

297. XM's success story mirrors Sirius. XM is one of the fastest growing consumer

products in history, having grown faster in its early years than cable television, cell phones and

MP3 players. XM Trial Ex. 1.0 at Vendetti Ex. 1, p. 1. Like Sirius, XM expects to earn o0er $ 1

billion in revenues by the end of 2007. Butson WRT Appi B~ SX Trials Ex. 123.

298. For these reasons, the SDARS have a bright financial future, and it is for that

reason that they are willing to invest huge sums of money in non-music content that contributes

less to their bottom line than music. See SX FOF at $$ 332-432. There is nothing in the record

that remotely suggests a sIimilarly bright future for the PSS. To the icontrary, the PSS industry is

beset with problems: two of the three PSS have withdrawn from the business:, the remaining PSS
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is transitioning to video products; and the SDARS themselves provide PSS-type services to

satellite television at a price that is effectively [~. See Pelcovits WRT at 13 n.30, SX Trial

Ex. 124; SX Trial Ex. 209 RP, Tr. 200:21-201:2 (Chipty). The "disruption" factor of Section

801(b)(1)(d) is far more likely to have depressed the PSS royalty rate in 2003 than it would a

royalty rate for the SDARS being set today.

299. In short, if one accepts that SDARS'nsupported argument that the PSS rate

reflected the parties'xpectations of how a court would apply Section 801(b), it seems entirely

likely that the PSS rate is far too low, both because the PSS were deemed promotional while the

SDARS are substitutional (which affects Dr. Woodbury's analysis under both Section

801(b)(1)(a) and 801(b)(1)(c)), and because the disruption factor of Section 801(b)(1)(d) would

likely have exerted far greater downward pressure on the PSS rate compared to the SDARS. At

the very least, it is not possible to adjust the PSS rate to account for the different ways the PSS

service and the SDARS service today compare under the Section 801(b) factors, making it a

deeply flawed benchmark.

B. The PSS Rate Most Likely Was Derived From the Musical &orks Rate„and
Should be Rejected for That Reason Alone

300. However the parties came to agree on 7.25% of revenues as a royalty rate for the

PSS in 2003, it seems reasonable to conclude that the starting point for their negotiations was the

existing 1998 rate of 6.5% set by the Librarian. The most plausible interpretation of the 2003

negotiation, given and the closeness of the 2003 rate to the 1998 rate, is the 1998 PSS rate

strongly influenced the 2003 negotiated rate. 8/28/07 Tr. 126:1-128:13, 129:10-130:2

(Pelcovits). See also 8/23/07 Tr. 54:3-15 (Woodbury) (agreeing that the logical starting point for

the negotiation was the 1998 rate). And the 1998 PSS rate was based on a musical works
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benchmark — the same musical works benchmark that this Court rejected in its Webcasting,'etermination.

Pelcovits WRT at 11-12, SX Trial Ex. 124& Woodbury WBT at 14, XM Trial

Ex. 8; SX Trial Ex. 119 at SX Exhibit 209 RP, Tr. 139:21-142: 1 li (Ghipty),

301. The only reason the 1998 PSS rate was grounded on the musical works i

benchmark was that, at the time, digital markets had.not yet developed and there was no better

benchmark. See 67 Fed. Reg. at 45247. Now there are multiple digital markets for sound .

recordings which demonstrate, as this Court has found, that sound recordings normally command

a multiple of the musical works rate. Webcasting Determination, 72 Fed. Reg. at 24094.

302. Consequently, the PSS rate is not an "801(b)" rate, as Dr. Woodbury would have

it. Instead, it is a musical works rate. For all the reasons the musical works benchmark is:

inappropriate in this case, the PSS benchmark which sprang from that rate should be rejected as

well.

C. The PSS Benchmark Rate Was Not Adjusted for the Exponentially Hjgger
~

Derived Demand of the SDARS

303. Quite apart from the fact that the 2003 PiSS irate isi useless as a starting point for

the analysis in this case, Dr. Woodbury's adjustments to that rate — or lack thereof— were equally

flawed. In particular, Dr. Woodbury entirely failed to acceunt for the difference in consumer.

demand for the PSS and the SDARS.

304. There is a monumental difference in consumer. demand for the PSS compared to

the SDARS. That difference in consumer demand is reflected in the prices paid for the, services.,

The sole remaining PSS, Music Choice, receives $[.g] per subscriber (Pelcovits WRT at 13, SX

Trial Ex. 124), while the SDARS receive approximately $6.00 per subscriber for the music

portion of their service. 6/13/07 Tr. 52:1-7 (Woodbury). Assuming, as Dr. Woodbury,does, that
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the price per consumer paid for the Music Choice service accurately reflects consumer demand

for the service, the difference is on the order of ~]%.
305. That consumers place a very different value on the PSS compared to the SDARS

is unsurprising in view of their different functionalities. Most obviously, the SDARS offer a

mobile service, while the PSS do not, and consumers value mobility. See SX FOF at $$ 1354-

1355, 1368-1369. Moreover, consumers can listen to music via a PSS only over their television,

which further limits the listening experience to those rooms in the home that contain a TV, and

limits the fidelity of the sound to that provided by television speakers. So different are the PSS

and the SDARS that the PSS are not regarded by the SDARS as competitors. In their filings

seeking approval of the proposed merger between XM and Sirius, the SDARS nowhere mention

the PSS in the list of audio entertainment services with which they compete. SX Trial Ex. 106.

4
Indeed, the SDARS provide music content f ~ =

I to satellite television services

because they view music transmitted over the television as a promotional tool rather than a

competitor. SDARS FOF at tI 873.

306. Multiple economists have attested, and this Court in its Webcasting

Determination agreed, that differences in consumer demand for a music service determine the

royalty paid for sound recordings licensed by the service. Consumer demand must be accounted

for in any benchmark analysis. The economic logic is straightforward. The price paid for sound

recordings (or anything else) is a function of demand. When a music service is licensing sound

recordings, its demand for the sound recordings is derived from the demand by consumers for the

music service. The more the consumers value the music service, the greater the music service's

demand for the sound recordings and, all else equal, the higher the royalty. As Dr. Ordover

explained, "the demand for music through the channels of distribution is a derived demand, and
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how these distributors will be willing to pay depends on... the willingness to pay of their

customers." 6/21/07 Tr. 120:2-19 (Ordover). Likewise, Dr. Pelcovits noted that "the demands fox

sound recordings by a music service is a 'derived demand.', That, is,,the music service's demand

for sound recordings is derived from the consumers'emand for music played on that service."

Pelcovits WRT at 9, SX Trial Ex. 124.

307. This Court accepted the validity of derived demand analysis in its Webcasting,

Determination. There, the Court based its rate on an interactive subscription music service

benchmark, after that rate was adjusted for the lower vailuei (and therefore lower derived demand)

that consumers placed on the target market non-interactive webcasting services. As this Court

explained (Webcasting Determination, 72 Fed. Reg..24092):

Both markets are input markets and demand for these inputs is driven by or
derived from the ultimate consumer markets in which these inputs are put to use.
In these ultimate consumer markets, music is delivered to consumers in a similar
fashion, except that, as the names suggest, in the interactive case the choice of i

music that is delivered is usually influenced by the ultimate consumer, while in
the non-interactive case the consumer usually plays a more passive role.
Pelcovits WDT at 5-15. But this difference is accounted for in Dr. Pelcovits'nalysis.

In order to make the benchmark interactive market more comparable to
the non-interactive market, Dr. Pelcovits adjusts the benchmark,by,the added
value associated with the interactivity characteristic.

308. Just as this Court accepted that the royalty mteipaid siound recordings licensed by

interactive music services must be adjusted downward to reflect the,lower consumer demand for

the exact same sound recordings delivered by a non-interactive music service,&& so too should, the

&3 The SDARS assert that higher royalty rates for interactive. music. services are.
attributable at least in part to the assumption that such services mte significantly substitutional for
sales of recorded music through other channels. SDARS FOF at $ 881. But this Court"s

downward adjustment of the interactive market rate in order to derive a. non-interactive,
webcasting rate was not due to any supposition that interactive services are more substitutional.
In fact, the Court found no empirical evidence that such was the case, and declined to find that
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royalty rate paid by the PSS be adjusted substantially upward — if that rate is to be used at all — to

account for the greater derived demand for sound recordings delivered by the SDARS'etwork.

Indeed, because the consumer value is so different, and the necessary adjustment so large, it is

difficult to imagine a worse benchmark than the PSS.

309. The SDARS pay lip service to the concept of derived demand. For example, they

state that "the demand for Music Choice by cable companies is derived demand and does reflect

the value that consumers place on the service...." SDARS FOF at II 872. Similarly, the

SDARS assert that the record companies receive from the PSS a percentage of the PSS revenues

"reflecting the value of the audio music service." SDARS FOF at tt 822. While the SDARS

acknowledge the concept, however, Dr. Woodbury made no derived demand adjustment to

reflect the I'~j'Jo difference in consumer value between the PSS and the SDARS. Indeed, his

"functionality adjustment" was intended to accomplish precisely the opposite result — to ensure

that any higher revenues received from consumers by the SDARS, compared to the PSS, are not

shared with the copyright owners. See SX FOF at gtt 820.

310. Dr. Woodbury's rationale for his functionality adjustment is this: if consumers

place a higher value on a subscription to the SDARS because it offers music on a mobile basis,

or because the consumers are not limited to listening to music over their television set as they are

with the PSS, or for any other reason, that higher consumer value is attributable solely and

exclusively to the SDARS'fforts to create a service that is not restricted to in-home listening

over a television. SDARS FOF at Ittt 820, 825, 833, 880. The other side of the coin, according

to Dr. Woodbury, is that music has an "inherent value" which remains the same no matter

any adjustment to the benchmark rate was necessary to account for substitution. Webcasting
Determination, 72 Fed. Reg. at 24,095.
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whether the music is available almost anywhere (as with thie SOARS), or only in those rooms in

the home that contain a television (as with the PSS). SX FOF at $ 1336.

311. Thus, according to the SDARS, "over 70% of the SDARS revenues are

attributable to their provision of a. delivery and distribution mechanism for content as opposed to

the value of the programming that is delivered." SDARS FOF at tt 833.~ Dr. Woodbury's

functionality adjustment ensures that the royalty rate excludes any share by the copyrightowners'n

those revenues. Id.

312. The logic of thais position is less than dubious. The SDARS network mould be

literally worthless without content. No consumer would pay a penny to hear total silence, even if

it was transmitted in digital quality, coast-to-coast, on a mobile basis. It makes no sense to say

70% of revenues are attributable solely to the network, when the inetwork has no value without

content. "The customer pays the retail price because the customer wants the music, not because

the customer wants to finance the laying of cable or the launching of satellites." U.S. v.

Broadcast Music, Inc., 316 F.3d 189~, 195 (2d Cir. 2003). As the Second Circuit held, it is for,

that reason that the reta:il price of a consumer,service, rather than the wholesale price, better

values the music on which a consumer service is based. Id.

313. As Dr. Ordover said, translating this same concept intro economic terms, a

"service that invests a lot and creates a high value [service] to consumers jointly ... with other

inputs will end up paying a portion of that incremental value to the input that makes this

investment at all profitable .... That's what we spoke about when I talked about Ramsay pricing.

All of those things reflect that simple and basic economic precept, which I believe is ... deeply

consistent with 801(b).'" 8/27/07 Tr. 45:10-20 (Ordover). "If there jis net [consumer value]
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created, that ought to be divided and will be divided in the market as between the two

contributors. Both are essential and without both there would be no value. Id. 47:16-20.

314. As Dr. Pelcovits points out, the contrary "logic" of Dr. Woodbury's arguments

could just as easily support a claim by the copyright owners for 100% of the revenues. "The

value of the SDARS service to consumers reflects the combination of content and mobility, and

one could just as well approach the issue by asking what the value of the SDARS service would

be without content. The answer is zero, and by this logic the entire value should go to the music

and none to the SDARS." Pelcovits WRT at 8, SX Trial Ex. 124. Dr. Pelcovits joins Dr.

Ordover in concluding that where the consumer value is based on both the contribution of the

SDARS in creating a network, and the contribution of the copyright owners in supplying the

sound recordings that consumers want to hear, the resulting revenues are shared. Id.

315. It is apparent that Dr. Woodbury's approach simply ignores the concept of

derived demand and treats music as a commodity. The higher consumer demand for the SDARS

compared to the PSS should not, in Dr. Woodbury's view, have any impact on the royalties that

the copyright owners are paid. He contends, for example, that even though consumers will pay

more for a mobile music service, 6/13/07 Tr. 6;22-7:5 (Woodbury), a record company will not

receive a higher royalty from a mobile music service compared to a non-mobile service, even if

the costs of the two services are the same. 8/23/07 Tr. 174:19-176;11 (Woodbury); see also

6/13/07 Tr. 5:19-9:5 (Woodbury) (stating that Dr, Woodbury would expect music to be paid the

same amount on a per-unit by portable and non-portable music services). Essentially, Woodbury

divorces the consumer's demand for the music service from the service's demand for sound

recordings, contending that consumer demand for the service simply has nothing to do with the

service's demand for sound recordings.
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316. Dr. Woodbury has never articulated any recognized economic theory to support

this approach, and it is contrary both to recognized theories of "value pricing". for intellectual.

property (see Pelcovits WRT at 4, SX Trial Ex. 124; 8123107 Tr! 306: I-307:14 (Ordover)) and .

to this Court's acceptance of derived demand adjustments to the interactive market benchmark i6

the webcasting case. See Webcasting Determination, 72 Fed..Reg. at 24092

317. The SDARS attempt to argue that Dr. Ordover. and Dr. Pelcovits conceded the

validity of Dr. Woodbury's analysis, at least in part. SDARS FOF at $ 826. But the SDARS l

confuse two different concepts. They describe Dr. Woodbury.'s functionality adjustment as

simply adjusting for the fact that in the case of the PSS there are two different companies (the

PSS and the cable company) which combine to offer a music service to; consumers, while in the .

case of the SDARS there is only one company which provides an end-to-end service. There is

no reason, according to the SDARS, why the music royalty would be different just because the

same music service is offered by one vertically integrated company rather than two companies. i

SDARS FOF at $$ 822-825. And if that were all there was to it, Dr. Ordover:and Dr. Pelcovits .

might agree.'4 See 8/27/07 Tr. 12:3-14:2, 18:1-7, 20:14-18 (Ordover).. But in this case wk dd

not have a single company offering the same service with the same functionality and the same

'4 The hypothetical posed to Dr. Pelcovits, discussed by the SDARS at SDARS FOF at $ i

826, is irrelevant. Dr. Pelcovits was asked whether the copyright owners would receive a Pig|ier~

royalty where a music service offers Internet connectivity in addition to the music service, at an
additional price. He responded that adding the Internet connectiyity service would not increase
the royalty. But no one has ever suggested that the music royalty would increase as a result of
higher consumer value that results from services or content unrelated to music. In the
hypothetical, the Internet connectivity is a discrete service that has nothing to do: with the music
service, and in no way enhances or affects the consumer'. ability to. listen to the music.: The

point of derived demand analysis that the sound recording. royalty is higher when the niusic
service delivers the music in a way which improves the musie listening experience by providing i

mobility, better sound quality, interactivity, or other desirable music-related characteristics.
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consumer value that is offered by the combination of two companies in the case of the PSS.

Rather, the SDARS offer a very different service, with different functionality and a much higher

consumer value than the service offered to consumers by the PSS and cable companies. It is the

fact that the SDARS make music available to consumers in a way which is functionally different

from the PSS/cable television company combination, and valued more highly by consumers,

which brings into play the concept of derived demand that Dr. Woodbury so assiduously ignores.

See 8/23/07 Tr. 292:7-293:9 (Ordover).

318. Dr. Woodbury's theory also ignores empirical evidence. SoundExchange has

demonstrated that where consumers place a higher value on a music service, the record

companies both seek and in fact obtain higher royalties. SX FOF at tI'Lt 1351-1357. For example,

consumers pay $ 15 per month for portable interactive services, and the record companies obtain

a royalty of at least [~$ ",'] per play. Consumers pay approximately $ 10 per month for non-

portable interactive services, and the record companies obtain a royalty of at least [~] per

play. Consumers pay approximately $4 per month for subscription non-interactive webcasting

services, and the record companies receive between $ .0011 and $ .0019 per play. SX FOF at $

1356. The rough correlation between consumer prices and the sound recording royalty is

obvious. And it makes sense. Where consumer demand is higher, the record companies can

charge a higher royalty, and the increased consumer demand allows the music service to pass on

this higher cost to consumers.

319. Indeed, the fallacy of Dr. Woodbury's approach is even more clear when one

looks at how the SDARS themselves price their different services. According to Dr.

Woodbury's analysis, the SDARS should price their subscription Internet radio offering vastly

below their satellite offering because of, as Internet radio providers, they are "hand-off"
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providers. But that, of course, is not true. XM of'fers a subscription webcasting services of 70

music channels to subscribers for $7.99 per month. Heriscovic'i %RT at 10„SX Tr. Ex. 130.

Sirius offers Sirius Internet Radio, which giives subscribers all of Sirius'usic channels and

some (but not all) of Sirius" non-music chajnnels for $ 12.95 per month -- the same price asSirius'atellite

radio product. Herscovic,i WRT at 10-11, SX ltr. Ex. 130. As these prices reflect, it is

the value to consumer that drives pricing of services and the value of music, not the costs of the

transmission media.

320. The SDARS attempt to explain away thik erhpiiichl eVid0nce, arguing that the

higher royalties charged for more valuable music services occur not because af the effect of

derived demand, but because either (1) the music service receives an additional legal right, such

as the right to make copies, or (2) the music service presents a greater threat of cannibalizing CD

sales. SDARS FOF at ] ftt 881., 887.

321. The SDARS proffered explanation does not hold water. Consider portable

interactive music services and non-portable interactive music services. If it is theSDARS'osition

that the difference in the sound recording royalty ([II]/play versus [gg]/play) is due

to the fact that a portable interactive music service is more likely to cannibalize CD sales, then

they are effectively admittiing that the SDARS mobile service is Inore likely to cannibalize CD

sales as well. After all, the only difference between the portable and non-portable interactive

services (and the only reason the former would cannibalize sales more than the latter) is the

ability of the consumer with a portable service to listen,to music without being tethered to a

computer. If that is what causes cannibalization, however, it is equally true that subscribers to

the SDARS listen to music without 'be tethered to a computer, and the SDARS should be just as

substitutional (and thus would pay a. relatively higher royalty than the PSS').
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322. The SDARS must fall back, then, on the notion that the portable interactive

services pay a higher royalty because they obtain a different right — the right to make copies of

the sound recording rather than simply streaming the sound recording on demand. SDARS FOF

at $ 887. But that argument is contrary to the facts. As Dr. Pelcovits testified, most non-portable

interactive music services allow their subscribers to make "tethered" or conditional downloads of

sound recordings, just as the portable services do. 8/28/07 Tr. 138:2-20 (Pelcovits). In other

words, the non-portable interactive services obtain precisely the same rights from the record

companies — the right to give the consumer a reproduction or temporary copy — that the portable

interactive services obtain. There is no difference in legal rights that would explain why the

sound recording royalty for portable interactive music services is a multiple of the sound

recording royalty for interactive non-portable music services.

323. Moreover, the SDARS'rgument elevates form over substance. What consumers

are willing to pay does not depend on the nature of the legal right; indeed consumers may well

not even be aware of the legal technicalities. See 8/28/07 Tr. 150:19-151:4 (Pelcovits) ("In my

opinion and we'e talking here about functionality, what matters is what the consumer can do

and if it's a non-interactive service, carrying it with you is mobility and, in my opinion, that'

very similar in value to carrying a device to which you have downloaded material on a

conditional basis"). Nor does the fact that a separate legal right exists mean that it has any

independent economic significance for the music service buyers and the record company sellers.

The SDARS themselves argue, for example, that the right to make ephemeral copies is a separate

legal right without any economic significance. SDARS FOF at tttt 898-899. And as Dr.

Pelcovits pointed out, record companies receive the same royalty from interactive music services

regardless of whether they transmit to their customers a tethered download or a stream,
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notwithstanding that tethered downloads and streams may involve different legal rights. 8/28/07.

Tr. 140: 5-22, 251:14-253-19 (Pelcovits).

324. Finally, it is not true, as the SDARS contend, that the marketplace evidence fails,

to prove the existence of a premium for portability or mobility. SoundExchange submitted

abundant evidence drawn from a multitude of contracts demonstrating that record companies arel

paid a higher royalty by portable music services. Ordoyer WRT at 9, SX Trial Ex. 119.

Similarly, Dr. Pelcovits testified that "there is evidenceithat the service ithat is available om a i

mobile phone is more valuable, than the same service provided on a computer. 8/28/07 Tr.

153:8-22 (Pelcovits). &5

325. None of the three examples offered by the SDARS comes close ta proving the

SDARS claim that music services offering mobility and portability do not pay higher royalties:

~ Bizarrely, one example that the SDARS cite in support of this argument is
Apple's iTune's service, claiming that the record companies:do,not receive a
premium when consumers listen to a download on a portable device rather than
on a computer. SDARS FOF at $ SSS. It seems unlikely.that anyone regards
iTunes as a non-portable service (and certainly not.Apple, which earns
considerable revenue selling iPods). And the prices charged, by, the record

&5 The SDARS claim that Dr. Pelcovits rejected the portable interactive services as a,
benchmark to determine an appropriate royalty for mobile webcasting. SDARS FOF at $ 892.
The SDARS'itations to the record on this point, however, say nothing of the kind. See 8/28/07.
Tr. 137:6-138:15, 143:8-17 (Pelcovits). The SDARS also claim that this Court rejected a
wireless premium in its Webcasting Determination, and on that basis they argue that there.is no .

reason here to adjust the PSS benchmark to account for the fact that the SDARS offer a mobile
service. SDARS FOF at $'II 891-892. All the Court found) howevers, is Ithat the data'offered iu
support of the wireless premium in the webcasting case was not adjusted to reflect the .

differences between the markets and products represented by that data and the statutory
webcasting services, and therefore the Court could not apply it in that case. In addition, the
Court found insufficient evidence to conclude that music transmitted ta over a wireless.
connection was more valuable than music transmitted to that same computer over the Internet.
72 Fed. Reg. at 24096. That is a different matter, however', than 'a hindi'ng 'that th'ere'is no higher.
royalty when music is transmitted to a portable device rather than being limited to playi over a
computer.
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companies — [~] of revenues (Ordover WRT at 9, SX Trial Ex. 119) — reflect
the fact that iTunes offers music on a portable basis.

0 The second example is the supposed disappearance of the "immediacy
adjustment" used by Dr, Ordover in his analysis. SDARS FOF at It 888. But the
immediacy adjustment is entirely irrelevant here. What Dr. Ordover was
considering was whether record companies earn a premium where consumers
obtain music on a mobile basis by having music streamed directly to a portable
device, as opposed to having to first download the music to a computer and then
transfer it to a portable device. Ordover WDT at 49-50, SX Trial Ex. 61.

Regardless of whether the immediacy adjustment is warranted, see SX FOF at $
635, in either case the music is portable. Whether the record companies earn a
higher royalty for music that is immediately portable or mobile, compared to the

royalty where the music is made portable or mobile through a two-step process, is

irrelevant to whether the record companies earn a higher royalty for
portable/mobile music.

0 The third supposed example showing that there is no premium for portability
are two agreements between [ .], on the one
hand, and [ ] on the other. SDARS FOF at $ 889.
While it is correct that those two agreements contain a per play rate of [~] per
play regardless of whether the music is provided on a portable or non-portable
basis, the SDARS ignore the fact that both contracts have a "greater of'oyalty
formula that includes a per subscriber and percentage of revenue metric as well.
Under the [  ] contract, the per subscriber fee is more than [~~)] as

high for consumers who listen to music on a portable basis compared to those
who listen on a non-portable basis, and the percentage or revenue fee is
substantially higher as well (leaving aside the fact that the percentage of revenue
is also applied against a higher revenue base in the case ofportable music). See
SDARS Ex. 85. The [~] contract similarly provides higher payments to [~]
under the per-subscriber and percentage of revenue metrics for portable music.
See SDARS Ex. 86. These two contracts (ignoring the many other contracts
reviewed by Dr. Ordover) hardly prove that the royalties for portable and non-

portable services are the same.

326. It is clear, therefore, that portable music services pay higher royalties for sound

recordings. It is also clear that those higher royalties result from higher consumer demand for

the service.

327. As their fallback position, the SDARS argue that even if the record companies can

extract a higher royalty from portable music services (i.e., services that allow consumers to
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transfer a conditional download to a portable device) they do not obtain higher royalties from

mobile music services (i.e., services which stream a sound recording to a portable device). To

credit that argument, however, one would have to believe one of two things. First, one would

have to believe that consumers value portability but not mobility~ despite the fact that both

perform the same function in the consumers'yes by allowing themito listen to music on the go.,

That hardly seems likely, and in any event, Dr. Woodbury,admits that consumers do in;fact value

mobile music services more highly than non-mobile music services. 6/13/07 Tr. 6:22-7:5

(Woodbury). Alternatively, one would have to believe that consumer valuation or consumer

demand simply has nothing whatever to do with the roy'alty paid ito the copyright owners, and

instead the demonstrably higher royalties for portable music services are attributable to either the

greater likelihood that they cannibalize CD sales or to a technical difference in the legal rights

conveyed. But there is no evidence that portable music services would;cannibalize CD, sales to a

greater degree than mobile music services, as both provide the same functionality to consumers.,

And the evidence is clear that the market does not value performance rights and reproduction;

rights differently where they are used to perform the same function, as in the case of interactive

music services that either stream music on demand or transmit tethered downloads but pay, the

same royalty either way. 8/28/07 Tr. 140: 5-22, 251:14-253-19 (Pelcovits).

328. In any event, the debate over whether mobile music services pay a higher royalty

in the market compared to non-mobile services misses the point. The point, under derived

demand analysis, is that where the consumers'emand for a music service is relatively higher —
.

for any reason — the music service's demand for sound,recordings will alsp be higher and the

record company will be able to charge a higher royalty. There is no doubt in this case that

consumer demand for the SDARS is exponentially higher than the demand for the PSS. services.
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(Pelcovits WRT at 9, SX Trial Ex. 124). Dr. Woodbury's analysis failed to account for the

differences in consumer demand between the SDARS and PSS, the effect those differences in

consumer demand would have on the services'emand for sound recordings, and the consequent

effect on the royalties paid.

D. Comparison of the SDARS'roposed Rate to the Statutory Webcasting
Rate Proves the Errors in Dr. Woodbury's Analysis of the PSS Benchmark

329. Comparing the rate proposed by Dr. Woodbury to the rate determined by this

Court in the webcasting case exposes the problems with Dr. Woodbury's analysis. Dr. Pelcovits

converted the SDARS'roposed rate to a per play rate for the purposes of comparison to the

webcasting rate, and found that the webcasting rate ranges from 10 to 15 times higher than the

SDARS proposed rate. Pelcovits WRT at 17-18, SX Trial Ex. 124.

330. There is no reasonable explanation for this disparity. As noted above, one of the

arguments made by the SDARS in an attempt to dismiss examples of sound recording royalties

higher than those the SDARS propose to pay is that the higher royalties result when legal rights

other than the sound recording performance right are conveyed. SDARS FOF at $$ 881, 887.

. That does not, however, explain why the webcasting rate is so much higher. Statutory

webcasting services are non-interactive and generally non-mobile services which do not obtain

any legal rights not granted to the SDARS.

331. The SDARS also attempt to explain sound recording royalties multiple times

higher than those the SDARS propose to pay on the grounds that the music services that pay

higher royalties are those which are more likely to cannibalize sales of CDs and downloads.

SDARS FOF at IJ'IJ 881, 1261. That too does not explain why the webcasting rate is so much

higher. There is no reason to think that webcasting services cannibalize sales of other recorded

131

Public Version

(Pelcovits WRT at 9, SX Trial Ex. 124). Dr. Woodbury's analysis failed to account for the

differences in consumer demand between the SDARS and PSS, the effect those differences in

consumer demand would have on the services'emand for sound recordings, and the consequerit

effect on the royalties paid.

D. Comparison of the SDARS'roposed Rate to the Statutory Webcasting
Rate Proves the Errors in Dr. Woodbury's Analysis of the PSS Benchmark

329. Comparing the rate proposed by Dr. Woodbury to the rate determined by this

Court in the webcasting case exposes the problems with Dr. Woodbury's analysis. Dr. Pelcovits

converted the SDARS'roposed rate to a per play rate for the purposes of comparison to the

webcasting rate, and found that the webcasting rate ranges from 10 to 15 times higher than the

SDARS proposed rate. Pelcovits WRT at 17-18, SX Trial Ex. 124.

330. There is no reasonable explanation for this disparity. As noted above, one of the

arguments made by the SDARS in an attempt to dismiss examples of sound recording royalties

 

higher than those the SDARS propose to pay is that the higher royalties result when legal rights

other than the sound recording performance right are conveyed. SDARS FOF at $$ 881, 887.

. That does not, however, explain why the webcasting rate is so much higher. Statutory

webcasting services are non-interactive and generally non-mobile services which do not obtain

any legal rights not granted to the SDARS.

331. The SDARS also attempt to explain sound recording royalties multiple times

higher than those the SDARS propose to pay on the grounds that the music services that pay

higher royalties are those which are more likely to cannibalize sales of CDs and downloads.

SDARS FOF at $'Ij 881, 1261. That too does not explain why the webcasting rate is so much

higher. There is no reason to think that webcasting services cannibalize sales of other recorded

131



Public Version

music any more than the S)DARS do. Indeed, in its Webcasting Determination the Court found

no evidence from which it could conclude that the statutory webcasters had a quanti:fiable

promotional or substitutional effect, 72 Fed. Reg. at 24095, while in this case there is clear

evidence that the SDARS . ubstitute for other sales of recorded musi'c. SX FOF at ttg 673-719.

332. Finally, the SDARS claijtn that any benchmark must be adjusted to account for',the

costs of the music service. SDARS FOF at tt 811. That overstates the testimony of the economic

experts retained by the SDARS. In fact, Dr. Woodbmy testified that costs should be accounted

for when adjusting a percentage of revenue rate from a ~benchmark market to a target market,but'osts
need not be taken into account when adjusting a per play rate. 8/23/07 Tr. 179:1-180:4

(Woodbury), see also 6/13/07 Tr. 5:19-9:5 (Woodbury). Dr. Noll's testimony, similarly,

addresses only the alleged need to account for costs in connection with adjusting a percentage of

revenue fee from the bene]wnark to the target market. See Noll WRT at 93, 110, SDARS Trial

Ex. 72. Costs do not explain why the webcasting per p|ay ratp tqrnq opt to be more than 10 to 15

times the amount of the proposed SDARS royalty rate. And costs do not explain the massive

sums the SDARS themselves pay for non-music content.

333. Finally, the webcasting rate was determined under the "willing buyer/willing

seller" standard, while this case will be decided under the 801(b) standard. Even theSDARS'do'ot

appear to suggest, however, that Section 801(b) would mandate a 90% reduction in the:

royalties that otherwise would be negotiated in a free market. And that is especially so where it',

is reasonable to believe that t]he SDARS sound recording royalty would be higher than the

statutory webcasting royalty I.f negotiated in a free market, given that the SDARS offer the

additional functionality of mobility. Pelcovits WRT at 17., SX Trial Ex. 124; 8/28/07 Tr. 90:3-18

(Pelcovits).
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334. Nothing explains the low level of the SDARS proposed royalty except that the

PSS rate is an outlier to begin with, and the analysis of that rate was flawed. The PSS rate may

be low because consumer demand for that service is almost non-existent, or because the original

PSS rate set in 1998 was based on the now-rejected musical works benchmark, or for other

reasons. Whatever the reason, the SDARS proposal does not stand up to a comparison with the

webcasting rate or with any other rate in the digital market (much less to the amounts that the

SDARS pay for non-music content), and it should be rejected.

V. THK SDARS'ALLEGED CORROBORATING EVIDENCE DOES NOT
SUPPORT THEIR RATE PROPOSAL

335. Because their principal benchmarks did not survive the trial, the SDARS have

called into service what they call "corroborating evidence" — other benchmarks that (with one

exception) they did not propose as evidence at trial. None of this evidence supports theSDARS'ate
proposal.

A. The Prior SDARS Agreement is Expressly Non-Precedential and, In Any
Event, Was Negotiated At a Time When the SDARS Were Tiny Companies
With Few Subscribers, Low Revenues and Uncertain Prospects

336. The SDARS first claim that the agreement negotiated in 2003 which set the rates

currently paid by the SDARS provides support for their current rate proposal. SDARS FOF at II'II

812-813, 851. That assertion is wrong for a variety of reasons.

337. To begin, as the SDARS well know, the 2003 agreement was expressly non-

precedential. The 2003 agreement states that "[t]he parties to the Agreement intend that it shall

be non-precedential, and shall not be admissible as evidence or otherwise taken into account in

any administrative, judicial, or other government proceeding, except that it may be taken into

account to a limited degree in one circumstance relating to the bankruptcy of a service, as
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exception) they did not propose as evidence at trial. None of this evidence supports theSDARS'ate
proposal.
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Event, Was Negotiated At a Time When the SDARS Were Tiny Companies
With Few Subscribers, Low Revenues and Uncertain Prospects

336. The SDARS first claim that the agreement negotiated in 2003 which set the rates

currently paid by the SDARS provides support for their current rate proposal. SDARS FOF at II'II

812-813, 851. That assertion is wrong for a variety of reasons.

337. To begin, as the SDARS well know, the 2003 agreement was expressly non-

precedential. The 2003 agreement states that "[t]he parties to the Agreement intend that it shall

be non-precedential, and shall not be admissible as evidence or otherwise taken into account in

any administrative, judicial, or other government proceeding, except that it may be taken into

account to a limited degree in one circumstance relating to the bankruptcy of a service, as
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described below. The parties would not have entered into the Agreement but for this

understanding." SX Trial Ex. 125 at n.10.

338. Prior tribunals have past viewed non-precedential agreements with deep.

skepticism. As the 2002 webcasting CARP noted, "voluntary agreements containing 'no-,

precedent clauses're highly suspect as rate benchmarks, requiring an examination of the

'totality of the circumstances.'" Report of the Copyright Arbitration Royalty Panel,;Februaryi 20&

2002, at 90, quoting 63 Fed. Reg. 49,823. The entire point ofmaking a contract non-precedential

is that the parties are agreeing to deal terms that they know they would never accept: in the future.

In essence, by making the agreement non-precedential,.the. parties acknowledged that the rates

they arrived at in 2003 would not represent fair rates today,.

339. The SDARS seemingly suggest that SoundExchange has waived the provisions of

the 2003 agreement which render it non-precedential. SDARS FOF, at $ 813.. That is not so. In

the course of examining the SDARS'hief financial officers about the SDARS'alance sheets,

SoundExchange inquired about the current cost of music royalties or the amounts the SiDARS

had budgeted for royalties, just as it inquired about a variety of oither costs. See 6/6/07 Tr. 16:5-8

(Vendetti); 6/12/07 Tr. 192:6-22 (Frear). It is difficult to bxplor4 the SDARS.'inances — which;

the SDARS have put very much at issue in this case — without inquiring about alf of,;the costs,

including the sound recording costs. At no time did SaundExchange ask questions about the

2003 agreement itself, or the terms and conditions of that agreeinent. No examiriatipn by,

SoundExchange has ever even hinted that this Court should disregard the provisions of. that

agreement which render it non-precedential. In accordance with the terms ofthe 2003 agreement

and prior CARP decisions, therefore, this Court should disregard the 2003, agreement..
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340. Even if this Court did not consider the 2003 agreement "highly suspect" as a

benchmark (in the words of the Web I CARP) in light of its "no precedent" language, the 2003

agreement is of no value today. The world is a very different place now than it was in early 2003

when the SDARS/RIAA agreement was negotiated. At that time, XM had only 350,000

subscribers and Sirius had but 30,000. SX Trial Ex. 125 at p. 6. By the end of 2006, XM had

7.6 million subscribers (XM Trial Ex. 10 at Vendetti Ex. 1, p. 1), and Sirius had approximately

6.6 million subscribers. SX Trial Ex. 28 at 2; SIR Trial Ex. 57 at 24. As of year-end 2002, XM

had revenues of $20.2 million (Herscovici WRT at App. 1, SX Trial Ex, 130), and Sirius had

revenues of $0.8 million. SIR Trial Ex, 47 at 26. In 2006, XM earned revenues of $933 million,

and is projected by to have revenues of $ 1 billion in 2002. Vendetti WDT, Ex. 1, at 38; Butson

WRT App, B, SX Trial Ex. 123. Sirius earned revenues in 2006 of $637.3 million (SIR Trial Ex.

61 at SIR Ex. 27, p. 2), and expects to reach approximately $ 1 billion in revenue in 2007.

6/12/07 Tr. 100:3-5 (Frear).

341. Since 2002 XM and Sirius have experienced annual growth rates of 100% and

200%, respectively. Herscovici WRT at 6 and App. H, SX Trial Ex. 130. Growth is expected to

continue at a rapid rate, as the chart below demonstrates:

135

Public Version

340. Even if this Court did not consider the 2003 agreement "highly suspect" as a

benchmark (in the words of the Web I CARP) in light of its "no precedent" language, the 2003

agreement is of no value today. The world is a very different place now than it was in early 2003

when the SDARS/RIAA agreement was negotiated. At that time, XM had only 350,000

subscribers and Sirius had but 30,000. SX Trial Ex. 125 at p. 6. By the end of 2006, XM had

7.6 million subscribers (XM Trial Ex. 10 at Vendetti Ex. 1, p. 1), and Sirius had approximately

6.6 million subscribers. SX Trial Ex. 28 at 2; SIR Trial Ex. 57 at 24. As of year-end 2002, XM

had revenues of $20.2 million (Herscovici WRT at App. 1, SX Trial Ex, 130), and Sirius had

revenues of $0.8 million. SIR Trial Ex, 47 at 26. In 2006, XM earned revenues of $933 million,

and is projected by to have revenues of $ 1 billion in 2002. Vendetti WDT, Ex. 1, at 38; Butson

WRT App, B, SX Trial Ex. 123. Sirius earned revenues in 2006 of $637.3 million (SIR Trial Ex.

61 at SIR Ex. 27, p. 2), and expects to reach approximately $ 1 billion in revenue in 2007.

6/12/07 Tr. 100:3-5 (Frear).

341. Since 2002 XM and Sirius have experienced annual growth rates of 100% and

200%, respectively. Herscovici WRT at 6 and App. H, SX Trial Ex. 130. Growth is expected to

continue at a rapid rate, as the chart below demonstrates:

135



Public Version

The SDARS'ubscribership And Revenues ,'Have Skyrocketed'ince
The SDARS/RIAA Deal, And 'Continue'To Grow
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Herscovici WRT App. H 8c, I, SX Trial Ex. 130; Butson WRT App. A 4, B, SX Trial Ex. 123..

The differences between the finances and the prospects of the SDARS, then and now, makes the,

2003 agreement irrelevant.

342. Illustrating the financial progress of the SDARS, within the last two yearsthey'ave

paid or committed to pay well over $ 1 billion fbr conj.maid colriteiit. 'Setb SX FOF at $ 240.

343. It is inconceivable that the copyright owners would negotiate an agreement today

with terms similar to the terms agreed upon in 2003. The copyright owners may have been

willing to accept a low royalty from Sirius in 2003 when it,had 30,000 subscribers and less than

$ 1 million in revenue. When Sirius has 6.6 million kubhcriber's ahd $63'7 &billion'in revenue, and.
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gave Howard Stern a five year contract that ultimately will cost in excess of $700 million (SX

FOF at $ 578 and n.24), it is a very different story.

344. Finally, the record does establish that the SDARS agreement is an agreement with

lump sum payments each year; it is not expressed as a percentage of revenue. SX Trial Ex. 125

at 6. Consequently, whatever percentage of revenue those fixed dollar payments turned out to be

for 2006, there is no evidence concerning what they were in earlier years. Moreover, it is

important to recognize that when the parties negotiated their deal in 2003, they did not and could

not know what the fixed dollar amount payments would be as a percentage of revenue in 2007

because they did not know what the SDARS revenues would be in 2007. The parties may well

have expected much slower revenue growth for the SDARS, and therefore that the fixed dollar

payments would represent a far greater percentage of the SDARS revenue than has turned out to

be the case. Lacking information about what the parties projected the SDARS'evenue growth

to be, the Court has no way to know what the parties thought they were agreeing to in terms of a

percentage of revenue rate.

345. In the webcasting case, the Court faced a very similar argument that an old, non-

precedential agreement that had lump sum payments should be used as a benchmark. In

rejecting use of a 2001 RIAA-NPR agreement, the Court held that that it was impossible to take

the lump sum payments and use them as a proxy for a per station or per stream royalty "given

that there was nothing in the contract or the record to indicate the parties'xpectations as to

levels of streaming or the proper attribution ofpayments for any given year or how additional

stations beyond the 410 covered by the agreement were to be handled." 5'ebcasting II, 72 Fed.

Reg. at 24098. And this was only one of multiple flaws that the Court found. Id. at 24098-99.t These flaws are further exacerbated here because 1) both parties'isclaim the precedential value
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of the agreement (the NI?R agreement was offered by a third party) and 2) the agreement itselfIis i

not even in the record.

346. If anything, the 2003 agreement undermines the SDARS'urrent rate proposal.

There is no question that the SDARS are vastly larger and vastly more successful businesses

today than they were in 2003. Yet the SDARS propose a rate that is actually lower than what

they intimate they agreed to pay back in 2003, at a tike when ItheIy hhd Already incurred all of the

upfront costs to launch their satellites and build their networks, but had attracted few subscribers i

and earned paltry revenues,

Dr. Woodbury's Attempt to Characterize One Portion of the Rate
Provisions in Certain Custom Radio Agreements as "Corroborating"'vidence

Simply Proves How I ittle Support E&xists for the SOARS'ate
Proposal.

347. Although the SDARS'laim that certain custom radio agreements corroborate

their rate proposal (SDARS FOF at It 855), the reality is just the opposite. SoundExchange

discussed the custom radio agreements:in detail in its opening findings of fact (SX FOF at tlat '370-1375,and will not repeat that evidence here. Suffice it to say that the custom radio

agreements contain a ""greater of 'ate structure in which the custom radio services pay a royalty

that is the greater of a percentage of revenue or a per play rate. 8/23/07 Tr. 180:5-181:3

(Woodbury). Dr. Woodbury only analyzed one agreementl, anId only with respect. to the

percentage of revenue rate, whol]Iy ignoring the per play rate. Woodbury WRT at 29-30, SDARS

Trial Ex. 80. And the SDARS did not introduce the agreement on which they relied into

evidence, thereby deny:ing the Court the opportunity to review all of its terms.

348. The only custom radio agreement in evidence has a per play rate of[~ per,

play. SDARS Trial Ex. 87. Dr. '.Pelcovits'ranslation of the SDARS'ate proposal into a per
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play rate reveals that the SDARS would pay one-tenth of that amount — [I~] per play.

Pelcovits WRT at 17, SX Trial Ex. 124. Such a disparity between the SDARS rate proposal and

the custom radio agreements hardly provides "corroboration" for the SDARS.'6

349. The SDARS suggest that a percentage of revenue fee under the custom radio

agreements should be subject to two adjustments: one for the cost differential between the

SDARS and the custom radio services; and the other to account for the non-music content

carried by the SDARS. SDARS FOF at It 1300. Neither adjustment is necessary with respect to

a per play rate, however, even under the SDARS'conomic theories.

350. With respect to any alleged cost differential between the SDARS and the custom

radio services, the SDARS do not have any information about the custom radio services'ost

structure. They have no basis to make an adjustment, and cannot reasonably assume that the

costs of a custom radio service are similar to that of the PSS (which is effectively what the

SDARS assume in their calculations), especially since the custom radio services have to pay for

Internet bandwidth and the PSS do not. More importantly, Dr. Woodbury does not believe that

per play rates need to be adjusted to account for costs differences between the benchmark and

target markets. 8/23/07 Tr. 179:1-180:4 (Woodbury), see also 6/13/07 Tr. 5:19-9:5 (Woodbury).

351, The SDARS also argue that a custom radio rate must be adjusted to account for

non-music content. SDARS FOF at It 1300. But for obvious reasons, there is no need to make

such an adjustment with a per play rate, since it is imposed only on plays of music.

'6 Moreover, like the webcasting services, the custom radio services generally are not
mobile or portable services. Therefore, as Dr. Pelcovits observed with respect to the webcasting
services, it is reasonable to expect that the mobile SDARS service would pay a higher royalty.
Pelcovits WRT at 17, SX Trial Ex. 124; 8/28/07 Tr. 90:3-18 (Pelcovits).
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352. If neither of the SDARS proposed adjustments needs to be made with respect to aI

per play rate, the Court is left with the fact that the only. custom radio agreement in evidence in

this case has a rate that is ten times the SDARS'roposed rate. Par from bolstering the, SDARS'i

case, the custom radio agreements prove that the SDAR,S rate proposal is far too low. And, af

course, the record is silent about the other custom radio agreements entered into by the record:

companies. There is no evidence about whether the one agreement relied upon by the SDAR5 is

representative.

C. The Non-Music Programming Benchmarks Support SouudExchange

353. Ironically, the SDARS claim that analysis of the non-music content agreements

provides corroboration for their rate proposal. SDARS FQF at $856. The SDARS'ate

proposal, the SDARS assert, would pay SoundExchange perhaps. $250 million over the.term of;

the statutory license. SDARS FOF at $ 834. By contraht, Siri'us tvill ply Howard Stern (and his'anager)more than [$~] million over a five-year coiItra)t tj:riiI. $X (00 at $ 578 and n~ 24.

The NFL will receive f ] million, Major League BaI"elIall Iwig r)ceiIve I 1;,'million,

NASCAR will receive I 1 million and Fox News wIll ijec)ive [$~ million,'.to name the

more prominent examples. SX FOF at $ 240. In short,,even though, the SDARS .own economic;

expert, Dr. Woodbury, concluded that music accounts for somewhere between 48% and 68% of .

the value of all content on the SDARS (Woodbury WDT at 20, 34, XM Trial Ex.: 8; 6/13/07 Tr.

90:21-91:11 (Woodbury)), the SDARS propose to pay sound recording royalties that are only

slightly over one-third the amount Sirius that pays to one lone (and not universally loved) shock i

jock.

354. The remarkable claim that non-music content deals corroberates the SDARS';

rate proposal is based on the calculations of Dr. Benston, wha concluded that the SDARS will
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pay approximately 3.5'/o of their revenues for non-music contract during the license term.

SDARS FOF at $ 856. As described in more detail in SoundExchange's findings of fact, Dr.

Benston was able to arrive at this figure only by excluding from his calculations the single

largest non-music content agreement (Howard Stern) and by double-counting advertising

revenues. SX FOF at $'II 580-588. In reality, a fair analysis of non-music content costs through

the end of the license term in 2012 demonstrates that an equivalent rate for sound recordings

would be in excess of 16'lo of revenue. Id.

D. The SDARS Offer No Reason to Resurrect the Musical Works Rate

355. The final "corroborative" evidence offered by the SDARS is the musical works

rate. The SDARS'hort discussion of that rate at SDARS FOF at $'II 852-854 is striking chiefly

for the fact that it offers absolutely no reason for this Court to reconsider its rejection of the

musical works benchmark in the webcasting case. See 72 Fed. Reg. 24084 at 24094.

Remarkably, the SDARS do not even mention this Court's decision, much less offer any claim

that they have introduced any evidence or made any argument that would suggest a different

outcome.

356. None of the supposedly corroborating evidence, therefore, actually corroborates

the SDARS'ate proposal. The prior SDARS/RIAA agreement in 2003 would be useful only if,

among other things, it were still 2003 and the SDARS were still nascent companies with a tiny

fraction of their current subscribers and revenues. The custom radio agreements, to the extent

that there is any evidence in the record about them, support a rate that is ten times what the

SDARS are proposing (not taking into account that the custom radio services do not provide

mobility and therefore are not as valuable as the SDARS). The non-music content agreements

will pay the non-music content providers multiples of what the SDARS propose to pay for sound
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among other things, it were still 2003 and the SDARS were still nascent companies with a tiny

fraction of their current subscribers and revenues. The custom radio agreements, to the extent

that there is any evidence in the record about them, support a rate that is ten times what the

SDARS are proposing (not taking into account that the custom radio services do not provide

mobility and therefore are not as valuable as the SDARS). The non-music content agreements

will pay the non-music content providers multiples of what the SDARS propose to pay for sound
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recordings. And the musical works rate has already been rejected by thiis Court in part on the

grounds that "substantial empirical evidence shows that sound recording rights are paid multiple

times the amounts paid for musical works rights" in other markets. IFebcasting II, 72 Fed. Reg.

24084 at 24094.

VI. THK SDARS'PER PLAY'" PROPOSAL IS BY THEIR OWN EXPERT'S
ADMISSION A "SECOND BEST" AL7. ERNATIVE

357. The SDARS'roposed rate structure is dveky bit als flawed as their benchmarks.

The SDARS propose to structure the royalty rate in this case according to what they call a "per

play" rate. The SDARS'er play rate is entirely different than the "per play" or "per

performance" rate adopted by this Court in its Webcasting Determination. The Webcasting per-

performance rate requires a payment each time a single listener hears a single sound recording.

The SDARS'roposed per play rate woulcl require a payment for each broadcast or transmission

of a sound recording, regardless of how many people listen to it.

358. Dr. Woodbury acknowledged that "other things equal, it might be preferable ta

have a per listener or per play per listener rate." 8/23/07 Tr. 150:5-14 (Waodbury). The

SDARS'roposal, which measures only broadcasts and ndt "Perfortjnances" (as that word is used

in the Webcasting Determi.nation) is, in Dr. Woodbury's words, "a second best alternative," Id.;

see also 8/16/07 Tr. 152;14-16 (Noll) ("to the best approximation these rates should be on a per

performance basis").

359. Notwithstanding that their own experts either provide no support for the SDARS ~

rate structure (Noll), or lukewarm support at best (Woodbury), the SDARS attempt to justify

their proposed structure by arguing that it is consistent with this Corut's interim reporting

regulations for Section 114 licenses„SDARS FOF at tt 807. That is incorrect. The Court
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permitted webcasters, on an interim basis, to estimate Actual Total Performances by providing

data concerning (1) the Aggregate Tuning Hours for each channel, and (2) the channel on which

each sound recording was played, and (3) the Play Frequency for each sound recording. Notice

and Recordkeepingfor Use ofSound Records Under Statutory License, 69 Fed. Reg. 11515 at

11525-11526 (Mar. 11, 2004). Only the combination of this data allows SoundExchange to

estimate the actual number of performances, because the combination of this data allows

SoundExchange to determine not only how many times a sound recording was broadcast on a

given channel, but also how many people were listening to that channel (at least approximately).

Id. Thus, the data provided allows for the estimation of actual performances, in contrast to the

SDARS'roposed rate structure, which will report only the number of broadcasts of sound

recordings, entirely unrelated to the number of people who listen to each broadcast.

360. The deep-seated problems with the SDARS'roposed rate structure are described

at length in SoundExchange's findings of fact (see SX FOF at $$ 1440-1449). It will suffice for

present purposes to say that the SDARS have done nothing to justify a rate proposal that their

own expert says is "distortionary." 8/16/07 Tr. 222:1-6, 158:1-2 (Noll).

361. Perhaps recognizing the problems with their proposal, the SDARS now suggest

that if the Court determines that a fee keyed to the actual number ofperformances (i.e., plays per

listener) is warranted, the SDARS would be able to create systems to track and report the number

of performances for each sound recording. SDARS FOF at II 807 and n.18. SoundExchange
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submits that if the SDARS want the benefits of a per play rate, rather than a percentage of:

revenue rate, they should take the steps necessary to implement such a system.&&

VII. THK SDARS'RITIQUE OF SOUNDKXCHIANGE'8 BENCBMARKS FAILS.

A. Dr. Wind's Survey Was Properly Conducted And Its Results Are Cionsistenl
With Those of Dr. Woodbury and Dr. Hauser.:

1. Introduction

362. In an effort to rebut SoundExchange's benchmark ianalysis, the.'SDARS challenge:

the finding of Dr. Pelcovits and Dr. Ordover, based on the Wind survey, that approximately half'53%
- 56%, depending on the particular measure) of the revenues of the SDARS'ervice comes,

from delivering music. SDARS FOF at $ 905.

363. Their critique is erroneous on multiple levels, each ofwhich is.discussed in.a

subsection below. First, the SDARS'wn experts, including Dr. Woodbury and Dr. Hauser, i

reached precisely the same conclusion concerning the value of an all-music SDARS service. i

That is, both of them found that consumers value music programming more than all other,

SDARS content combined, and both of them found that consumers would be willing to payi$6i00i

per month or more for a music-only SDARS service. There is no dispute among the experts on

this point.

364. Second, Dr. Hauser's primary argument.is that.a $6.00 figure is too high. because .

it does not give the SDARS credit for their non-programming.contributions, such as a rmtienw'ide

coverage, display of artist and song titles, etc. Thus, the argument goes, Dr. Wind has

&7 The SDARS claim that even if they create systems to track performances, such systems
might be "somewhat imprecise." SDARS FOF at $ 80$ aqd q.18~. goupdPxcgange yubmits that i

"somewhat imprecise" is troubling. If the SDARS do not want to pay on a percentage of revenue
basis, and if they are as technologically sophisticated as they  lani, the& can and. should do
better.
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supposedly grossly overstated the value of music. This argument is a straw man:

SoundExchange's rate proposal is nowhere near $6.00 per month. Instead, based on the

benchmarking analyses that Dr. Pelcovits and Dr. Ordover conducted, SoundExchange has

proposed a rate structure beginning at 80 cents per subscriber per month and going up to $2.25

per subscriber per month, absent a merger. The difference between these numbers and $6.00

reflects the very features that the SDARS claim are missing from SoundExchange's valuation of

music. Put another way, that is precisely what benchmarking does: it shows how value is

divided between copyright holder and copyright user.

365. To be sure, Dr. Hauser's approach also attempts to account for the SDARS'ontributions

by asking — via a survey rather than benchmarking — how much consumers value

the various aspects of the SDARS service. That approach has several flaws which cause it to

understate the value of music. But the critical point is that Dr. Hauser's own analysis, which

supposedly isolates the true value of SoundExchange's contribution, finds that respondents are

willing to pay $2.93 (per subscriber per monthsfor music in general, a number that is reduced

to $1. 78 when music is limited to music of the 70 's, 80 's, 90 's and today." SDARS FOF at $ 930

(emphasis added). In sum, Dr. Hauser finds — once all the other variables in his view are

properly accounted for — that the value of SoundExchange's contribution is $ 1.78 per subscriber

per month. That result supports SoundExchange's rate proposal, and refutes theSDARS'roposal,

which is but a fraction of what Dr. Hauser's study implies.

366. Finally, the Wind survey itself is entirely reliable. For the reasons outlined above

and described in greater detail below, it was wholly appropriate for the Wind survey to look at

the value of music programming as a whole, because the economists'ubsequent benchmarking
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took care of dividing the value of that programming between the SDARS and SoundExchange.

The remainder of the SDARS'riticisms are equally unsubstantiated. See inPa.

2. Every Expert In This Case Agrees That At Least 50% Of The Value
Of The Service Comes From Musik Prograinaking

367. Dr. Pelcovits and Dr. Ordover relied on Dr. Wind*s survey in finding that 53%-

56% of the value of the SDARS'ontent comes from the value ofmusic. That number is

accurate and appropriate for reasons discussed below, but it is also corroborated by theSDARS'wn

analysis. When Dr. Woodbury calculated the value of the SDARS'ontent to consutiiers,

he found that between [ ] came from musi$ pfoQ~igg las derived through iiisi

cancellation index.&s SX FOF at $g 42S-432. Dr. Woo'dbury further agreed, consistent. with this.

valuation, that in effect consumers "pay about $6 a month for the music content over the SDARS

service." 6/13/07 Tr. at 52:1-7 (Woodbury). Indeed, if one takes the average.of I

) and multiplies it by $ 11.25 (the figure that Dr.i Ordover found represented the

average SDARS revenue per customer per month, SX POP at, $ 639), Dr. Woodbury.'s

calculations show that a music-only SDARS service would be worth [ 1

36S. As it turns out, Dr. Woodbury signi6cantlyiunderstates what an SDARS music-

only service would cost: the SDARS have now announced plans, post-merger, to offer a near.

music-only service plan (that excludes "premium" music channels they now offer) for $9.95 per

month, a price substantially in excess of 50% of the price of the service as, a who]e., SX Trial,Ex.

's This figure likely understates the value of music. The, Sirius, survey that Dr.

Woodbury relied upon asked subscribers whether they would. cancel if.anyparticular music
channel was removed. It is likely that many consumerS, hbwevelr, vtrouild not cancel if any one

channel were removed — particularly given the breadth of the SDARS'usic offerings' but
would cancel ifmusic programming as a whole were removed. Because this proceeding is about
the value for a blanket license ofmusic, a channel-by-channel analysis therefore understates the
value of that license.
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106 at 13 (touting the SDARS'Mostly Music" package). In other words, for the SDARS to

attack the 50% figure, they must disavow not only Dr. Woodbury's calculations but also their

own marketing department's evaluation ofwhat consumers are willing to pay for music content.

369. Dr. Hauser's survey only confirms this. When Dr. Hauser — who was supposedly

correcting for flaws in the Wind survey — asked the same question about willingness to pay for a

non-music service. He found that the value of music was higher than all other programming

types put together ($9.21 for music versus $8,74 for all other programming types), and thus that

the value of music comprises more than 50% of the value of the SDARS'ontent, SX FOF at

$'tI 410-11.

370. The same result held when Dr. Hauser used his preferred cumulative, random

ordering method ($3.37 for music versus $3.34 for all other programming types). SX FOF at tItI

371 ~ Consistent with this, Dr. Hauser found that consumers valued a music-only

SDARS at $9.09 per month, even using his preferred cumulative, random ordering method.

Hauser WRT at Ex K-1, SDARS Trial Ex. 77 (summing the values of a SDARS service with

national reception, high sound quality, current levels of commercials, and current levels of

music). Thus, the percentage values that Dr. Pelcovits and Dr. Ordover used are justified not

just by Dr. Wind's analysis, and not even just by Dr. Wind's and Dr. Woodbury's analyses, but

also Dr. Hauser's analysis. Put simply, every expert —Pom both sides — has concluded that

music programming is worth more to the consumer than all otherprogramming combined.
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The Experts Agree: A IVlusic-Only SOARS Service Would Be Worth
More Than Half As Much As The Whole SOAR I Service
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WiIld Woodburjj Vileuser Proposeid SOARS INusic
Service

3. Dr. ]Hauser's Pocus On Non-Programming Features Confirms The
Methodologies tJsed By Dr. Pelcovits and Br. Ordovier.

372. The SDARS'nly rernaiining move is to argue that Dr. Hauser's survey provides a

more accurate value of.music because it takes into account the value of non-programming

features, such as nationwide coverage. They argue at considerable length that the Wind study is

irrelevant because it primarily looked at the value of music relative other forms of programming,

and not non-programmiIng features. SDARS FOF at tttt 917-9Z4. Their claims rest on a

misconception of how benchmarking works.

373. As noted above, all experts agree that music programming comprises 50% or

more of the value of the SDARS'ontent. The experts (and t]he SDAR'S themselves) also agree
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that a music-only SDARS service would have a value of at least $6.00 per month.

SoundExchange, however, has notably not askedfor a royalty of$6.00per subscriber per

month. In fact it has asked for a share of that amount, beginning at $ .80 per subscriber per month

and rising only to $2.25 per subscriber per month, absent a merger.

4. Dr. Hauser's methodology complements, not contradicts, the
methodology used by Dr. Pelcovits and Dr. Ordover.

374. Dr. Hauser's criticisms are thus in reality a confirmation of the appropriateness of

SoundExchange's rate proposal. Dr. Ordover and Dr. Pelcovits used the 50% figure because it

reflects the revenues brought in by a music-only SDARS. They then used benchmarks to

compute the share of that value to which SoundExchange is entitled. Dr. Hauser reaches a

similar result relying entirely on survey evidence.

375. Dr. Ordover found on the basis of the Wind survey that the revenues for a music-

only SDARS service would be 55% of the revenues of the entire service. Ordover WDT at 41,

SX Trial Ex. 61. But Dr. Ordover did not conclude that SoundExchange would be entitled to a

royalty equal to 55% of the SDARS'evenues, even though by definition they would be the sole

provider of content for that service.

376. Instead, using benchmarks from relevant markets, Dr. Ordover found that

SoundExchange would be entitled to royalties equal to between 35% and 50% ofthat 55% of

total revenues— i.e., 19% (55% * 35%) and 28% (55% ~ 50%) of total revenue. SX FOF at $ 623

(illustrating Ordover calculations). The difference between those royalty rates and the 55%

figure that the Wind survey finds for a music service as a whole represents the fair compensation

to the SDARS for the non-programming features that they provide.
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377. Likewise, with Dr. Pelcovits's Stern analysis, Dr. Pelcovits found that ifHoward

Stern was entitled to 50% of the revenues he brought in', then SoundExchange would be enti'tied i

to 50% of the revenues sound recordings brought in. Pelcovits WDT at 13-14, SX Trial Ex. 68.'r.
Pelcovits found, based on the Wind survey's Sirius subscriber results, that music was:

responsible for 56% of Sirius's revenues, and thus computed that SoundExchange would be;

entitled to 28% of total revenues (i.e., 50% of 56%) before'urther reductions for musical work

rights and programming costs. SX FOF at tI) 561-62.

378. Dr. Hauser cannot quarrel with the proposition that a music-only SDARS would

bring in half or more of the revenues of a full SDARS service: he found the same thing, as did

Dr. Woodbury. Seesupra. Norcanhe claim that the56%needs tobereducedtoaccount for

non-programming features. The revenue that Howard Stern brought in was in part also due to

Sirius's nonprogramming features (eg., nationwide coverage, high fidelity, eto-the value that i i

'

Sirius added to the consumer product), and that is presumably why he received only. 5080 of that

revenue as his payment. It would be treating music differently (and improperly) to say that

Sirius is entitled to a greater share of the revenues due to music, when music and Howard Stern

have a similar relationship to Sirius: each adds valuable content to the service, whose price

reflects the value of that content as well as the value that Sirius adds.'&

379. In other words, when music is licensed to other providers, the terms of the license,

i.e., the benchmark, capture the value that the provider offers. And when the SDARS license;

'9 The SDARS argue that SoundExchange's payments should be reduced further on the
basis of a calculation of the value of pre-1972 works, but the calculation is also erroneous for.
reasons described below.
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non-music content, the rate they pay for that content reflects the fact that the SDARS'unctionality

contributes to some of the value of that content.

380. As SoundExchange explained in its findings of fact, the Hauser analysis is simply

another way of getting at the value of SoundExchange's contribution to the SDARS'ervice. SX

FOF at $$ 399-400. For the reasons given above, Dr. Hauser would agree that the value of a

music-only SDARS service would be $6.00 or more. Dr. Pelcovits and Dr. Ordover then used

benchmarking and modeling analyses to determine SoundExchange's contribution (e.g,, looking

to the royalty rate SoundExchange obtains from other licensees of its copyrights). Dr. Hauser, in

contrast, asked his survey respondents to value each aspect of the SDARS'ervice to isolate

SoundExchange's contribution as distinct from the SDARS'. They are two different ways of

asking and answering the same question, and while Dr. Hauser's approach contains numerous

errors, see SX FOF at $$ 416-425, Dr. Hauser's final result is illuminating.

5. Dr. Hauser's Conclusion Is Entirely Consistent With
SoundKxchange's Rate Proposal.

381. The SDARS said it best in their findings of fact: "[I]f [Dr. Hauser's] questions are

- asked cumulatively, in an unbiased, random order, respondents are willing to pay $2.93 [per

subscriber per month] for music in general, a number that is reduced to $ 1.78 when music is

limited to music of the 70's, 80's, 90's and today." SDARS FOF at $ 930.

382, Putting aside for a moment the methodological flaws in Dr. Hauser's calculations,

his "unbiased" result of $ 1.78 per subscriber per month is on its own terms entirely consistent

with SoundExchange's rate proposal, which extends from 80 cents per month per subscriber (or

8% of revenues) to $2.25 per month per subscriber (or 17% of revenues). It is far in excess of

the SDARS'wn proposal of 2% to 4.2% of revenues per month.
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383. The SDARS imply that the $ 1.78 must be reduced further as part of a

benchmarking analysis, SDARS FOF at $ 906, but that iN inlcoitect. Thel $ 1,'78; air|:ady, Qy i

definition, takes into account every penny of the SDARS'ontributions, and leaves only.

SoundExchange's contribution remaining. Dr. Hauser's survey went to great lengths to remove

the value of all non-music content, the SDARS'ationwide coverage, their sound fidelity, and

every other non-music feature of the service he thought valuable. SDARS FOF at $$ 940-944.

And when all the shaving was done, he concluded that value of the sound recordings at issue in

this case is $ 1.78 per subscriber per month. To remove further value through the benchnarking

process would be to credit the SDARS twice for their contributions. Put another way, there are

two methods to determine the relevant value of sound recordings pnqe oiie arrives at the: value of

a music-only SDARS service (which all experts agree is in excess of $6.00): one can use

benchmarking to divide up the value, or one can use surveys. SoundExchange took the former

approach, and Dr. Hauser took the latter approach, but the result js the spmp either way.;

384. In response, the SDARS will likely claim that K)r. Hauser used an alternative

method of valuing music that valued it at 46 cents per subscriber month, rather that $ 1.78. ~Even i

Dr. Hauser did not stand by that figure, however. It is not the result that he reports in his

summary of conclusions. Hauser WRT at $ 16, SDARS Trial,Ex, 77. (,"[T]he value of music

programming from the 70's, 80's, 90's, and today is $ 1.78). And at trial, Dr. Hauser conceded

this figure is biased toward the SDARS, 8/21/07 Tr. 332:19-21 (Hauser). That is. something of

an understatement as the 46 cent figure implies that the, SDARS have contributed 85% gfthe I

value ofmusic programming, even after all the supposedly non-music programming features

(high fidelity, nationwide coverage, etc.) are taken out. The SDARS reach this low figure by

giving themselves credit for all sorts of features that derive their value from music, such the fact
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the music is "uncensored." Indeed, the calculation gives the SDARS credit twice for having

commercial-free music— its value is removed first in the mall survey, and then in the internet

survey. Hauser WRT at Ex K 2 M, SDARS Trial Ex. 77. The SDARS should not get credit for

"commercial-free" even once given that it merely shows that consumers appreciate uninterrupted

music. Giving themselves credit twice for it is doubly unjustified.

6. Dr. Hauser's Result Understates The Value Of SoundExchange's
Contribution.

385. Indeed, the reality is that the $ 1.78 understates the value of the sound recordings

at issue for the following reasons,

386. Sound recordings on non-music channels. The record is clear that non-music

channels play sound recordings. Sound recordings comprise a large portion of the programming

on comedy and kids channels, and they are a common feature of other programming as well.

SX FOF at $'II 439-446 (citing Herscovici testimony and Sirius surveys). Dr. Hauser's

calculations, however, do not include the value of any of these sound recordings.

387. Non-programmingfeatures that derive their valuePom sound recordings. One of

the difficulties of trying to determine the value of each component of the SDARS service via

survey (rather than through benchmarking) is that the value of the components are

interdependent. For example, when Dr. Hauser asked respondents to place a value on the audio

fidelity of the SDARS, he attributed none of that value to SoundExchange, even though the

audio fidelity is largely useless absent music programming. This problem is especially acute

with respect to Dr. Hauser's valuation of the SDARS'commercial free" features. The value of

"commercial free" was second only to the value of music itself in Dr. Hauser's survey. Yet Dr.

Hauser accorded none of that value to SoundExchange, even though when consumers say that
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they value the commercial free aspect of the SDARS, they are: indicating that they like the fact

that they play lots ofuninterrupted music (because it is the.music. channels that are commercial-

free). SX FOF at $ 417.

388. Overstatement ofthe value ofpre-1972recordiings. As SoundExchange explains

below, this Court need not decide the legal question of whether the statutory license covers pre-;

1972 sound recordings, but to the extent that Dr. Hauser's survey attempts to determine their,

value, his methodology grossly overstates their importance. See infra Section VII.A.8.:

389. Filter adjustment. Dr. Hauser actually found in his mall~intercept; survey that the .

value of music programming was $3.37. Hauser WRT at $ 99, SDARS Trial Ex.. 77. Coupled

with even the uncorrected results ofhis internet survey, that would yield a value of music of:

$2.02 (= 60% of $ .3.37) per subscriber per month, rather than $ 1.78. Dr. Hauser does not:

explain why he made this downward adjustment other than to vaguely assert that it was

necessary to mimic a filter question used by the Wind survey.. Hauser WRT at g 98-100,

SDARS Trial Ex. 77. As Dr. Hauser has failed to provide.an adequate explanation of the

adjustment, it should not be taken into account.

390. In sum, even though he understates the value of sound recordings, Dr. Hauser's

reaches a conclusion regarding the value of sound recordings that is. entirely consistent with

SoundExchange's rate proposal, and entirely inconsistent with the SDARS'.&0

7. Dr. Wind's Study Is Reliable. i

391. As the above discussion indicates, the simplest rejoinder to the SDARS'laim

that Dr. Wind's survey is unreliable is to point out thatiDri Wioolbuiry Wd'Dr', Hoser reached

0 SoundExchange discusses additional limitations. to Dr. Hauser's work at SX FOF at

Q 402-27.
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the same conclusions as Dr. Wind did. If Dr. Wind's survey was leading, it led respondents to

the same results that Dr. Woodbury and Dr. Hauser found.

392. And in fact, the bulk of the SDARS'ritique is that Dr. Wind's valuation of

music wrongly lumps in the contributions that the SDARS make to that value. SDARS FOF at

tt 931. Contrary to Dr. Noll and Dr. Hauser's assertions, SDARS FOF at tttt 928-937, the Wind

willingness to pay question asked precisely the right question for the economic analysis it was

used for: it allowed the economists to determine what percentage of the SDARS'evenue was

due to music programming, as opposed other programming types. When the SDARS say that

Dr. Wind's valuation is too high, they blind themselves to what the economists did with that

valuation. And when one examines the value of sound recordings as found by Dr. Pelcovits and

Dr. Ordover, it turns out to be remarkably similar to the value found by Dr. Hauser using the

SDARS'referred method. Although the SDARS devote much energy to their "voice of the

counsel" and "tires on the car arguments," the Wind survey reached the same conclusion that

their own surveys, including Dr. Hauser's, did. There is no controversy here: SoundExchange's

rate proposal is supported with equal vigor by the Pelcovits/Ordover analysis as it is by the

Hauser analysis.

393. The SDARS'ther criticisms are also unavailing. They begin by making the

audacious claim that the Wind survey is unreliable because it reports the responses of only

current subscribers and considering subscribers rather than showing what future subscribers

might value. This is a surprising statement given that the SDARS all but stopped conducting

their own surveys once this proceeding began. SX FOF at $ 371. Why the SDARS all but

ceased their own consumer research during the course of the proceeding is something that only

they can explain, but one can only surmise that if such studies would have been helpful to them,
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they would have commissioned them. Instead., the SDARS likely suspected new surveys would

tell them (and the Court) what all of their past suiveys have told them: music progranuning is

their most valuable offering. SX FOF at tt'( 370-396. As a result, the Wind survey data. is the

most recent and most comprehensive smokey data in the case, and the SDARS should not be

heard to complain of a lack. of even more recent surveys.

394. This raises a second point, which is that the SDARS introduced two extremely

voluminous surveys into evidence in the opening phases of this case, and turned over perhaps a

dozen more in discovery. Yet one can search their proposed findings in vain for a mention of

their own surveys. This is an extraordinary and telling omission. If Dr. Wind's findings

regarding the value of music were truly off the mark, surely XM and Sirius would have their own

survey evidence to cite in response. But the SDARS have no survey evidence that supports their

claims: that is why SoundExchange's testimony has been full of citations to the SDARS'wn

surveys, see e.g., SX FOF at '(tt 370-396, and the SDARS have beeii forced to pretend that thirty

do not have sophisticated market research departments that create (or at least did create) these

surveys on a regular basis. Again, it i. SoundExchange that has built a copious record through

Dr. Wind's testimony, and through the SDARS'wn surveys on the value of music, and the i

SDARS that have failed to make, out any affiiTnative case on the point whatsoever (save for Dr. i

Hauser, whose findings are in accord with Dr. Wind').

395. That is why this ( oust should give no credit to the SDARS'laim that Dr. Wind'

study is supposedly unreliable because the demographics of the 'Wind respondents allegedly do,

not match the demographics of the SDARS subscribers. SDARS FOF at ft 915. First, the Wind

results are entirely consistent with the SD.ARS'wn surveys: there is no reason to think that any

bias exists in terms of demographics, and the SDARS have introduced no evidence on this point„
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And second, the SDARS were fully capable of reweighing Dr. Wind's data to match any

demographic pattern they like (indeed, they reran his entire survey and obtained the same

results): vague assertions about the effects of demographics prove nothing.

396. The same responses hold for the SDARS'riticisms about the reliability of Dr.

Wind's methodologies generally. SDARS FOF at Ittt 910-912. The SDARS have no explanation

for how they claim Dr. Wind's study is unreliable when it reached the same conclusions that

their own studies and experts have. And in any case, the Wind survey was an extremely rigorous

survey conducted by one of the country's most foremost survey and marketing experts.2'X

FOF at $ 347„Wind WDT at 1„3-20„and App A, SX Trial Ex. 51. The survey showed through

2'r, Wind" s work has been repeatedly cited favorably by the federal courts. E,g.,
Pharmacia Corp. v. GlaxoSmithKline Consumer Healthcare, IP, 292 F. Supp. 2d 594, 601

(D,N.J. 2003) (agreeing with testimony of Dr. Wind with respect to consumer beliefs about

nicotine patch products); Miramax Films Corp. v. Columbia Pictures Entertainment, Inc., 996 F.

Supp. 294, 299 (S.D,N.Y. 1998) (crediting Dr. Wind's survey as the basis for the court's findings

concerning consumer confusion); Hertz Corp. v. Avis, Inc., 867 F. Supp. 208, 211 (S.D.N.Y.

1994) (noting Dr. Wind's criticism of a consumer survey that the court ultimately discredited);

Metro Mobile CTS, Inc. v. ¹wVector Comm., Inc., 643 F. Supp. 1289, 1292 (D. Ariz. 1986)

(noting, and ultimately agreeing, with Dr. Wind's testimony that challenged advertising
statements actually deceive or have a tendency to deceive); Inc. Pub. Corp. v. Manhattan
Magazine, Inc., 616 F. Supp. 370, 392 (S.D.N.Y. 1985) (finding persuasive Dr. Wind'

testimony attacking a survey); Anheuser-Busch, Inc. v. Stroh Brewery Co., 587 F. Supp. 330,
337-38 2 337 n.8 (E.D. Mo. 1984) (crediting Dr. Wind's survey and noting that Dr. Wind "has

considerable expertise and experience in the field of consumer research"); Procter dr Gamble

Co. v. Colgate-Palmolive Co., No. 96 CIV. 9123(RPP), 1998 WL 788802, at ""60 4 60 n.25

(S.D.N.Y. Nov. 9, 1998) (crediting Dr, Wind as "an experienced expert in consumer research"

and noting, in crediting his survey, that "the universe was properly defined, a representative

sample of the universe was selected, the questions to be asked of interviewees were framed in a

clear, precise, and non-leading manner, the data was analyzed in accordance with accepted
statistical principles, and the objectivity of the entire process was assured" (internal citations

omitted); Johnson d'r Johnson-Merck Consumer Pharms, Co. v. SmithKline Beecham Corp., No.

91 Civ. 0960 (MGC), 1991 WL 206312, at "6 (S.D.N.Y. Oct. 24, 1991) (noting Dr. Wind'

criticism of a consumer survey that the court ultimately discredited).
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measure after measure that music is the most valuable aspect of the SDARS'ervice. SX FOF at

$$ 339-368. The SDARS have advanced no legitimate reason for not crediting the Wind results..

8. SoundKxchange Has Correctly Accounted For Pre-1972 Works

397. Many of the SDARS'rguments discussed in the preceding section are premised .

on the often-unstated assumption that this Court must exclude the value of sound recordings i

fixed prior to 1972. This novel and complex legal issue has never been raised or litigated in the

context of $ $ 114 and 112, and the SDARS provide little analysis and no case law to support .

their argument here.

398. The plain text of Section 114 creates a statutory license for "sound recordings," a

term defined in the statute without any reference to the date on whicih the sound recording was

fixed. 17 U.S.C. $ 114(d)(2). Nowhere in $ 114 is there a limitation on the grant of the

statutory license that says that the SDARS are permitted to reproduce and play some sound

recordings, but not othersIf pre-1972 sound recordings were not covered by the statutory licemse~

it would mean that such sound recordings, generally. subject to federal copyrights, see 17 U.S.C.,

$ 301, would be governed by a patchwork of state laws, raising the possibility that the SDARS

could be permitted to reproduce and perform pre-1972 sound recordings in some states, but not i

others. This result would be inconsistent with the intent of Congress at the time of the passage of

the DPRSA in 1995 and the DMCA in 1998, which was to create an administrable blanket

license that would best serve the public interest by striking a delicate balance between the

interests of all copyright owners and nation-wide services isuoh as the SDARS.

399. There is, however, no need to address the merits ofthis novel and unresolved

legal question because there is no basis in the record for doing so. The. SDARS have not claimed
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any "discount" on the statutory license as a result of their use of pre-1972 sound recordings, nor

have they provided any persuasive evidence by which the Court could calculate such a discount.

400. Although the SDARS suggest that the value of music, in comparison to non-

music content, should be reduced because (they claim) pre-1972 sound recordings do not fall

within the statutory license, such claims do not provide a basis for reducing the royalty rate here,

if expressed as a percentage of revenue or derived therefrom. The SDARS have failed to create a

record in this proceeding that would show that they are entitled to a discount for pre-1972 sound

recordings. SX FOF It 435.

401. For instance, Dr. Woodbury, in his rebuttal testimony, purported to provide

statistics concerning the ratio of pre-1972 sound recordings to all sound recordings played on the

SDARS. Woodbury WRT at 21-23, SX Trial Ex. 80. That measure, however, provides no

evidence of listening to pre-1972 sound recordings by consumers or their value. SX FOF tt 435.

If, as the record demonstrates, there is vastly more listening to channels that play post-1972

sound recordings and relatively little listening to pre-1972 sound recordings, a "reduction" based

on the number of broadcasts of pre-1972 sound recordings would not reflect a fair deduction.

SX FOF $ 435.

402. Moreover, Dr. Woodbury's report on the ratio of pre-1972 sound recordings to

all sound recordings played on the SDARS is inherently unreliable. He made no effort to

determine whether the sound recordings he excluded as "pre-1972" had been remixed or

remastered after 1972. SX FOF at tt 1461; 8/23/07 Tr. 157:20-159:8 (Woodbury). The SDARS

cite to Copyright Office Circular No. 56 in their proposed Conclusions of Law to argue that

merely transferring old sound recordings to a new medium in an automated process may not

qualify for copyright protection, but that circular also makes clear that remixing pre-1972 sound
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recordings does provide suffic:ient originality for a new copyright. Dr. Woodbury wholily

ignored re-mixed versions of pre-1972 sound recordings in his analysis, and double-counted the

pre-1972 sound recordings on Sirius" s 60s 'Vibrations channels — thereby increasing the

purported percentage of pre-1972 sound. recordings played. See SX FOF tt 437; WoodburyWRT't

SDARS-Woodbury Ex. 30, p. 1-2,, SDARS Trial Ex. 80 (counting, Sirius's 60s Vibrations

channel twice).

403. Furthermore, the information Dr. Woodbury relied on as he prepared his report

all came from the SDARS themselves, and that data contains "widespread" incorrect information

about the release dates of sound recordings played by the SDARS — fram no reported rklekse

date, to reported release dates that are demonstrably false (e.gi, a unpre-1972 release date for an

album released by an artist born after 1972 or by a band formed after 1972) to reports of a

massive number of works dated "1971" —,suggesting that the SDARS simply defaulted to 1971

whenever they did not bother to determine the true date of release or remixing. Kessler WRT at

4, SX Trial Ex. 127; 8/29/07 Tr. 21:20-22:11. As Ms. Kessler discussed in her testimony, the

SDARS'eporting of release years is completely umeliable. This evidence suggests that the,

SDARS over-report performances of pre-1972 recordings, presumably in a belief that

performance royalties to SoundExchange may not be due for such recordings. SX FOF at tt 436.

404. Ultimately, the record demonstrates that pre-1972 sound recordings are of

particularly low value when compared to post-1972 sound recordings. SX FOF I 438. Dr.

Hauser's survey found that listening to music from t'he 40s, 50s, and 60s was the second lowest-

rated feature of the SDARS, out of all 29 features he examined. Hauser %'RT at Ex. L, SDAR.S

Ex. 77.
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405. Finally, even assuming, arguendo, that some percentage of the sound recordings

broadcast on the Services'usic channels are not compensable, that percentage is more than

made up for by the large amounts of post-1972 sound recordings that the Services uses on their

non-music channels. SX FOF tt 439; Herscovici WRT at 14-17 2 App. K, SX Trial Ex. 130.

406. Music pervades the SDARS'o-called "non-music" channels, including the

Howard Stern channels. SX FOF It/ 440-444. So-called "non-music" channels often have hours

of programming entirely dedicated to the playing of sound recordings, Coleman WDT at $ 37,

SIR Trial Ex. 34, or use sound recordings many times an hour to set the tone or theme of the

programming, Herscovici WRT at 14-17 4, App. K, SX Trial Ex. 130, 6/7/07 Tr. 237:5-239:6

(Coleman). As discussed in more detail in SoundExchange Proposed Findings of Fact, many of

the "non-music" channels that the SDARS tout in their own proposed findings actually play

sound recordings back-to-back for large stretches of the day. The Sirius OutQ channel features

61 hours of pure music programming of recent popular hits. Herscovici WRT at 15, SX Trial

Ex. 130. Similarly, the Road Dog Trucking channel has 53 hours per week ofpure music

programming playing back-to-back sound recordings. Herscovici WRT at 16, SX Trial Ex. 130.

And these are just examples of the large volumes of sound recordings used by so-called "non-

music" channels. Thus, any claim that there should be a "deduction" for pre-1972 works is more

than offset by the use of sound recordings on the so-called "non-music" channels. SX FOF It

446.

407. It follows that if this Court were to adopt a rate structure based on a percentage

of revenue, there would be no need or basis on which to decide the question of whether pre-1972

sound recordings fall under the statutory license. The SDARS have simply failed to proffer

sufficient evidence to support their position. It is also the case that a rate based on a per play
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metric would largely moot the issue. Upon the SDARS,'ccounting to SoundExchange,

SoundExchange or its individual members themselves could take up with the SDARS the issue

of whether particular sound recordings are compensable under the statutory license or whether,

under the common law of one or more of the 50 states, there is a common law right to make

digital performances and reproductions of sound recordings, as the SDARS do under the $ :114

and $ 112 statutory licenses.

B. The Sirius Agreement With Howard Stern Provides a Useful Measure of;

How the SDARS Value and Compensate Their Most Important Content i

408. SoundExchange, through its experts, provided the, Court,with a range, of,

benchmark evidence and economic analysis concerning the value of sound. recordings to the;

SDARS. Among the benchmarks was an examination by Dr. Pelcovits:of the agreement between

Sirius and Howard Stern. The SDARS criticize the Howard Stern benchmark analysis of Dr..

Pelcovits on a number of general grounds, none ofwhi0h have mlerit.

409. First, the SDARS complain that the Stern agreement represents a single data

point, and therefore is not reliable. SDARS FOF at $ 1054. It is:an odd complaint coming from;

the SDARS, whose entire case rests upon a single data point — the PSS agreement negotiated in

2003.

410. Moreover, Dr. Pelcovits was careful to consider whether the Stern agreement was

an outlier, or in fact was representative of the value that the SDARS place.on.content. He

reviewed other non-music content deals, and found that the SDARS, paid I~I million for

Major League Baseball (f ] million if a contract extension clause is exercised), [$~
million for the NFL, [ ] million for NASCAR, I ] mifliog f)r 8ox Jews,;'and [ 1

million for the National Hockey League. SX FOF at $ 240. In Dr. Pelcovits'pinion, the. fact
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that the SDARS were willing to commit such large amounts to other content provided assurance

that the Stern agreement was not simply a rogue deal. 7/09/07 Tr. 73:3-74:16. (Pelcovits).

411. Dr. Pelcovits further explored some of the individual content deals and compared

the amounts spent on each of those deals to the number of new subscribers each was expected to

bring to XM or Sirius. While he was not comfortable using any one of these agreements as a

stand-alone benchmark because the evidence was ambiguous with respect to whether XM and/or

Sirius decision-makers actually relied on the subscriber projections in making their contracting

decisions (7/09/07 Tr. 74:17-76:11 (Pelcovits)), he found that the data generally supported his

Stern analysis. Specifically, he concluded that the percentage of incremental revenue paid to the

NFL by Sirius is similar to the percentage of incremental revenue paid by Sirius to Howard

Stern, and the percentage of incremental revenue paid to Oprah Winfrey was in the mid-to-high

20% range. 7/09/07 Tr. 74:17-76:11 (Pelcovits). The corresponding royalty for music, using the

Oprah Winfrey agreement as a benchmark, would be in the mid-to-high teens as a percentage of

total SDARS revenue. 7/09/07 Tr. 78:10-78:20 (Pelcovits). These results gave Dr. Pelcovits

further confidence in the Stern analysis. 7/09/07 Tr. 147:1-148:21 (Pelcovits).

412. The SDARS also fault the Stern benchmark analysis on the grounds that the Stern

agreement was negotiated in 2004, and might be negotiated differently today. SDARS FOF at $

1059. Here again, the SDARS are the proverbial pot calling the kettle black. Their benchmark

analysis relies on the 2003 PSS agreement, and is allegedly corroborated by the 2003

SDARS/RIAA agreement. Obviously, the Stern benchmark represents more recent data than the

economic evidence offered by the SDARS. Moreover, the financial condition of the SDARS has

indisputably improved dramatically since 2004, see Herscovici WRT at App. I, SX Trial Ex.

130, and if Sirius could afford to pay Howard Stern hundreds of millions of dollars in 2004
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without disrupting its business, it surely can afford to pay the copyright: owners equivalent.value .

for sound recordings today.

413. With respect to their general assault on the Stern benchmark, the SDARS final.

argument is that the Stern agreement was not negotiated subject to the Section 801(b) factors.

What the SDARS persistently ignore is that consistent prior precedent under Section 801

instructs the Court to begin its analysis with market evidence,!where possible . See, e.g.,

Recording Industry ofAmerica v. Librarian ofCongress, 1,76 P.3d 528, 528 (D.C. Cir. 1999);

PES I, 63 Fed. Reg. at 25396. That market evidence may then be adjusted. ifnecessary pursuant .

to the $ 801(b) factors, but marketplace rates have provided the basic foundation for a prio!r

royalty rate determinations. SoundExchange has followed the guidance of these decisions. It

has provided the Court with evidence of how the SDARS would value sound recordings in the

market — and the Stern benchmark is one component of that analysis — and then it adjustedk the

market-based rates in accordance with the statute. Pelcovits WDT at 13-14, SX Trial Ex. 68;

Pelcovits AWDT at 8, SX Trial Ex. 70. The result is that SoundExchange's proposed rates are

below the market throughout the term of the license.

The SDARS Pail To Distinguish Howard Stern From Music hi Anyl
Meaningful Way

a. Howard Stern is Not More Important To Satellite Radio Than
Music

414. In a variety ofways, the SDARS attempt ta persuade the Court that Howard Stern

cannot be compared to music with respect to the benefits he brings to Sirius and the;opportunities

he gave up by signing a contract with Sirius. SDARS FOF Section VII. C.

415. A substantial part of the "Stern is unique" theme sounded by the SDARS isl that

Stern is a larger-than-life figure — the "single biggest radio personality probably in history in
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prime time," (6/6/07 Tr. 258:21-259:1 (Karmazin) — who by his very presence saved Sirius,

vaulted it ahead of XM in the marketplace, and breathed life into Sirius's relationships with its

OEM partners. SDARS FOF Section VII. C. 2.

416. To bring a little reality to this picture, however, it should be recalled that Sirius's

own internal research paints a very different picture. According to a study conducted for Sirius

by an independent survey research firm, [

] with [~] of radio listeners saying their overall image of him is [~
Q+] SX Trial Ex. 83 at 11. According to the study, Howard Stern had [

], and that he [ ] SX Trial Ex. 83

at 12, 13. Common associations with Stern include "disgusting" and "goes too far." SX Trial

Ex. 83 at 13. The bottom line, according to this study: [

] SX Trial Ex. 83 at 31 (emphasis added).

417. The claim that Stern is the reason Sirius suddenly became more effective

competing with XM likewise is belied by actual data. Despite the announcement of the Howard

Stern deal and Stern's alleged promotion ofhis move to Sirius, an October 2005 study conducted

for Sirius concluded that [

SX Trial Ex.

84 at 5. Moreover, according to the study, [

] SX Trial Ex. 84 at

12 (emphasis added). Sirius's internal Brand/Ad Tracker survey found that in the third quarter of
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2005, long after the Stern deal was announced, Stern was mentioned by only [

]. SX Trial Eg. 8) at 80)

418. What the SDARS do not. say is that something else happened to boost Sirius's

ability to compete with XM. XM raised it." prices. Until sometime in 2005, XM's basic

subscription price was f&9.95 per,subscriber, while the Sirius basic subscription price was $ 12.95.

XM then raised its subscription price to match Sirius. 8I22I07 Tr. 238:12-240:10 (Karmazin).

Given Stern's negative image with t!he "vast majority" of potential subscribers, SX Trial Ex. 83't
12, the XM price increase seems at least an equally important contributor to Sirius's turn of

fortune. Moreover, as the SDARS concede, Sirius was beset by problems with their chip sets

and slow development of OEM relationships. SI)ARS FOF at tttt 61-62. Resolution of these

problems almost certainly was a serious factor in grove als Cell.

419. The SDARS'illingness to attribute any positive development to Howard Stern,

regardless of whether a causal connection actually can be shown to exist, can be seen in their

claims that Stern dramatically enhanced the relationship between Sirius and its OEM partners.

According to Sirius, for example, within two weeks of the announcement that Stern would. be

joining the Sirius content lineup, Ford Motor Company announced that it would increase the

number of product lines equipped with Sirius receivers. SDARS FOF at tt 1072. It seems quite

unlikely however, that a corporate behemoth like Ford reacted quite so quickly, re-exarniniing itsy

product offerings and contractual relationships and publicly announcing such a change a neer&

two weeks after the Stern announcement. It seems far more likely that this move was in the

works well before the signing of Howard Stern was announced. Indeed, the SDARS themselves

claim that it takes 3-4 years to get an automaker to put,a satellite radio into a car. SDARS FOF

at $ 672.
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420. Despite the unsupported opinions of Sirius executives, all of the survey data

shows that music is, and has always been, far more important than Stern or any other radio

personality. For example, Sirius's survey research shows that for those who were aware of

satellite radio, ~
] SX Trial Ex. S4 at 15. Even Dr. Woodbury's channel

attachment index shows that music is far more valuable than Mr. Stern. Woodbury WDT at Ex.

10, XM Trial Ex. 8 (showing that music is more valuable than Mr. Stern by more than 50% with

attachment values of .692 for Mr. Stern and 1.09 for music).

421. As abundant survey evidence shows, music is far more important than all of the

talk radio personalities. Although the SDARS claim that adding Howard Stern or other non-

music content was important, the reality is that the SDARS started off with music as their core

content because without music their satellites would never have gotten off the ground. It may

well be true that Stern and music are not comparable in terms of importance, but that is because

all the survey evidence shows that music is far more important. Howard Stern's alleged value to

Sirius, therefore, does not make him a poor benchmark when the target market involves music.

b. Exclusivity

422. Perhaps the SDARS'rincipal argument for why Stern cannot be compared to

sound recordings is that Stern agreed to an exclusive deal with Sirius, while music is also

available on satellite radio's competitor, terrestrial radio. SDARS FOF Section VII. C. 2.

423. The SDARS claim that Dr. Pelcovits "recognized the value of exclusivity,

admitting that, in the context ofhis own analysis, exclusive content might attract more customers

than non-exclusive content." SDARS FOF at $ 1045. They then say that Dr. Pelcovits did not
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take exclusivity into account because he considered it "only in the context of attracting'ubscribers."Id. But that is exactly the point. In Dr. Pelcovits'pinion, the only real impact of

exclusivity is that exclusive content might attract more subiscribers, indi that is precisely what he

did take into account. 7/9/07 Tr. 56:4-57:10 (Pelcovits); she @iso! id.. Tr! 55:9-56:3.'.

424. Dr. Pelcovits's Stern analysis assessed how many subscribers Stern likely brought

to Sirius. Pelcovits WDT at 11-13, SX Trial Ex. 68; Pelcovits AWDT at 4-8, SX Trial Ex.'0.

Perhaps the number of subscribers was increased by.the fact that.Stern is exclusively available

on Sirius, but if so, that value of exclusivity was captured when Dr. Pelcovits determined the

number of Stern subscribers.

425. Indeed, the SDARS cannot point to any value Of exclusivity other,than that ~t may

attract more subscribers, which is exactly what Dr. Pelcovits was exploring. Any value of.

exclusivity, therefore, is accounted for in the analysis.

426. Finally, as SoundExchange pointed out in its proposed findings of fact, it simply

is not true that there is no exclusivity value that attaches to the sound recordings broadcast by the

SDARS. SX FOP at $'tI 455-460. The SDARS can and do broadcast over 60 channels ofmusic

each — far more than is available over terrestrial radio in evenithe largest marketa The practical,

reality is that the SDARS broadcast genres ofmusic that ai'e riot hvatlable in rnoC, if any

terrestrial radio markets, and obtain the benefits of exclusivity as, a result. SX FQF @t $ 458. The

SDARS themselves make the same point. SDARS FOF at Section V.B.2. It does not matter, as

the SDARS assert, that there is no legal bar preventing terrestrial radio stations &om playing any.

particular sound recording. It is equally true that there is no legal bar that prevents the NFL from

licensing to terrestrial radio stations the right to broadcast every single NFL game in every single

radio market, yet the SOARS consider the NFL exclusive coritent becaiise,as a practical matter
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terrestrial radio stations will only broadcast the games of local teams. SX FOF at tt 461. The

same practical exclusivity applies in the case of music.

427. Moreover, as discussed in more detail in SX FOF at Section IV.H (discussing

"branding" analyses), the SDARS's claim of exclusivity is overblown. Many of their content

providers also disseminate content over television, terrestrial radio, the Internet, and cellular

carriers. Indeed, they go to great lengths to emphasize that their content is not exclusive because

it is available on many other platforms. SX Trial Ex. 106 at Ex. A tt 53; SX Ex. 120 DR, at 18

(XM analysis showing aggressive efforts by content providers on cellular and other transmission

media).

c. Branding and Promotion

428. The SDARS make much of the supposed value from the Stern contract as a result

of his promotional activities and the value of the Stern "brand." But as SoundExchange shows

above, Stern's benefit as a brand and a promoter is suspect in view of the fact that most people

do not like him. See, e.g. SX Trial Ex. 83 at 11-13.

429. In any event, like the alleged value of exclusivity, the benefit of brands and

promotion, ultimately, lie in the degree to which they cause consumers to subscribe to satellite

radio. Simply having Howard Stern mention Sirius in a newspaper or television interview, or

advertising using the Howard Stern logo, produces no tangible benefit for Sirius and adds no

revenue to the bottom line unless consumers are induced to subscribe as a result. Once again,

therefore, the value of branding and promotion is measured by how many new subscribers were

added to the Sirius subscriber rolls as a result of the Howard Stern agreement. 7/9/07 Tr. 55:9-

56:3 (Pelcovits). Assuming Dr. Pelcovits correctly calculated the number of Stern subscribers—
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and he did — the benefits from branding and promotion were captured by his analysis. SX POP

at Section IV.D.

d. Opportunity Costs

430. Finally, the SDARS claim that Stern is distinguishable &om sound recordings .

because the price of the Stern contract was driven by Stern? s opportunity costs. That is, in

signing with Sirius, Stern gave up the right to sign with. others, and the price of his contract with'iriusnecessarily had to cover the revenue he gave up. But Stern's previous contract withe

broadcast radio was for $67 million over five years. 8/16/07 Tr. 20S:6-8 (Noll). His contract

with Sirius is a multiple of that amount. The payment by Sirius to S(em was so far in excess of .'is
opportunity cost with terrestrial radio that opportunity costs do not explain the deal..

Opportunity costs do not explain why Howard Stern is paid what he: is by Sirius.:

431. In any event, the assumption of the SDARS is that there are no opportunity costs

for the copyright owners is not correct. As SoundExchange has shown, subscribers to the,

SDARS purchase fewer CDs and downloads as a result of their subscription, costing the record

companies approximately $ 1.29 per subscriber per month. SX FOF at $$ 720-722. Even if

opportunity costs played a role in the formulation of thb Sterol cohtrkct ~ ahd the 'only eVidence

on that point leads to the conclusion that they did not — opportunity costs similarly should
~

increase the cost of the sound recording royalty.

2. Dr. Pelcovits Correctly Analyzed the Stern Benchmark

a. Revenues Attributable to Stern,

432. The SDARS claim that even if the Stem deal can be used as a benchmark, Dr.,

Pelcovits failed to correctly assess the revenues associated with the Stern contract. If anything, .
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however, Dr. Pelcovits overestimated the subscribers and revenues attributed to Howard Stern

for the purposes of his analysis.

433. Dr. Pelcovits calculated the Stern benchmark rate based on a determination that

Stern brought approximately 2 million new subscribers to Sirius (Pelcovits Amended WDT at 7-

8, SX Trial Ex. 70, each of whom remained a subscriber for the entire term of the Stern contract.

7/09/07 Tr. 67:5-68:5 (Pelcovits). The SDARS contend that Dr. Pelcovits should have credited

Stern with a higher number of subscribers. The SDARS'wn evidence, however, shows that Dr.

Pelcovits'stimate was, if anything, too high, not too low,

434. As the SDARS agree, what is important for the purposes of this analysis is the

costs and revenues that Sirius expected from the Stern contract at the time Sirius committed to it.

SDARS FOF at $ 1113. Although Dr. Pelcovits used a figure of 2 million Stern subscribers for

his analysis, at the time Sirius agreed to the contract with Stern, its Board of Directors was told

to expect only 900,000 new subscribers from the deal. Specifically, a study presented to the

Sirius Board in connection with its approval of the Stern contract found that I'

SX Trial Ex. 83 at 35'„see also SX Trial Ex. 70 at SX Exhibit

144 DR, p. 5. Another study commissioned by Sirius predicted that less than 900,000 additional

subscribers would be driven to subscribe because of Stern. SX Trial Ex. 82 at 8-9.

435. The surveys described above are the only ones conducted by Sirius that reflect

what the expectations of Sirius were around the time of the contract. If Dr. Pelcovits is to be

faulted, therefore, it is because he erred in Sirius's favor by using the 2 million subscriber figure.
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b. Costs Attributable to Stern

436. The SDARS likewise contend that Dr. Pelcovits overestimated the costs of the,

Stern contract. In particular, they argue that he ignored iadverlising revenues. SDARS FOF at

$ 1115. That is not correct. In fact, Dr, Pelcovits calculated the advertising revenues attributable

to Mr. Stern, and included them in his analysis.

437. Contrary to the SDARS arguments, Dr. Pelcovits'reatment of.advertising

revenues was appropriate. He included those revenues as part'f the'otal incremental revenues .'ttributableto Howard Stern, rather than an offset tolthct Stlernl colts.l Pdlcovith AWPT at 5-6,~

SX Trial Ex. 70. Such treatment is correct for the reasons explained below, inPa Section

VII.C.1, and in SoundExchange's proposed findings of fact, SX FOF at g 584-586.

438. Indeed, the Stern analysis provides a particularly good illustration ofwhy the I

SDARS'rgument that advertising revenues should ibe singled out and treated not as revenues

but as a deduction to costs makes no sense. The point of Dr. Pelcovits'xamination'of the~ Stern ~

costs and revenues was to determine how much Stern is being paid as a percentage of the:

incremental revenues that he brings to Sirius. The incrementail Stern revenues consist of both

subscriber revenue and advertising revenue. There is no principled basis to say, as the SDARS

do, that subscriber revenue is revenue, but advertising revenue is an offset to costs. One could

just as easily argue that subscriber revenue should be treated as an offset to costs. Revenue is,

revenue, regardless of who pays it or how it is earned, and there is no reason to treat,one type of

revenue differently than another.
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c. The Relative Value of Music and Non-Music Content

439. As their parting shot, the SDARS challenge Dr. Pelcovits'alculation of the

relative values of music and non-music content. As Dr. Pelcovits explained in his testimony,

once he determined that Howard Stern was paid approximately 50% of the incremental revenues

Stern brought to Sirius, Dr. Pelcovits needed to adjust that number so that it could be applied to

the SDARS total revenues. Pelcovits WDT at 13-14, SX Trial Ex. 68. In other words, in order

to determine a rate that would pay the copyright owners and artists the same percentage of the

incremental revenues attributable to music as is paid to Howard Stern for the incremental

revenues attributable to Stern, Dr. Pelcovits needed to determine the level of incremental revenue

attributable to music. Id.

440. Dr. Pelcovits used data from the Wind study to reach a conclusion that 56% of the

SDARS revenues are attributable to music. Thus, he multiplied 50% (percentage of incremental

Stern revenue that is paid to Howard Stern) times 56% (the percentage of total SDARS revenues

attributable to music) to arrive at a proposed royalty rate for music of 28% (less certain

deductions for musical works costs and music programming costs).

441. The SDARS challenge Dr, Pelcovits'se of the Wind data on the grounds that the

Wind survey was flawed. SDARS FOF at $'II 1117-1123. SoundExchange has responded to

those arguments elsewhere. See SX FOF at $$ 407-418. Quite apart from the fact that their

critique of the Wind study is misguided, the SDARS studiously ignore the fact that their own

expert — Dr. Woodbury — undertook precisely the same calculations and reached almost the same

conclusions drawn by Dr. Pelcovits. See Woodbury WDT at 33-34, XM Trial Ex. 8.

442. In Dr. Woodbury's analysis of the PSS rate, he confronted the same issue

addressed by Dr. Pelcovits. That is, Dr. Woodbury calculated a percentage of revenue rate that

173

Public Version

c. The Relative Value of Music and Non-Music Content

439. As their parting shot, the SDARS challenge Dr. Pelcovits'alculation of the

relative values of music and non-music content. As Dr. Pelcovits explained in his testimony,

once he determined that Howard Stern was paid approximately 50% of the incremental revenues

Stern brought to Sirius, Dr. Pelcovits needed to adjust that number so that it could be applied to

the SDARS total revenues. Pelcovits WDT at 13-14, SX Trial Ex. 68. In other words, in order

to determine a rate that would pay the copyright owners and artists the same percentage of the

incremental revenues attributable to music as is paid to Howard Stern for the incremental

revenues attributable to Stern, Dr. Pelcovits needed to determine the level of incremental revenue

attributable to music. Id.
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deductions for musical works costs and music programming costs).
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Wind survey was flawed. SDARS FOF at $'II 1117-1123. SoundExchange has responded to

those arguments elsewhere. See SX FOF at $$ 407-418. Quite apart from the fact that their
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expert — Dr. Woodbury — undertook precisely the same calculations and reached almost the same
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he believed could be applied to the SDARS total revenules, prdvided~iit Was'adjusted to account

for the fact that some of those revenues were attributable to non-music content. Dr. Woodbury

therefore undertook an analysis o:f the relative contributions of music content and non-music,

content.

443. Using Sirius internal survey data, Dr. Woodbury concluded,that music is

responsible for [~] of Sirius's revenues, and [~] of XM's revenues. Woodbury 'WDT at

33-34, XM Trial Ex. 8. A straight average of those two figures would credit music with [~]
of the revenues for the two SDARS, while a revenue-weighted average would result in a higher

percentage (since XM's revenues are higher than those of Sirius)i

444. In short, the figure used by Dr. Woodsy to calculate a percentage of revenuei

rate based on the revenue contribution of sound recordings is almost exactly the same — albeit

somewhat higher — than the figure used by Dr. Pelcovits. Under these circumstances, the

SDARS'ociferous criticism of Dr. Pelcovits and Dr. Wind, whose data virtually mirrors that of

the SDARS'wn internal surveys as analyzed by their own expert, is difficult to fathom.

The SI)ARS'Aggregate Non-Music Conltemit Agreements SuppoH the 'oundKxchangeRate Proposal

1. 'I"he Objections to INon-Music Content as a Benchmark Are
lJnfounded

445. As a supplement to his Howard Stern benchmark, Dr. Pelcovits reviewed the

SDARS'on-music content costs in the aggregate, comparing those costs to total revenues in

order to calculate a comparable sound recording royalty. Pelcovits AWDT at 8-11, SX Trial Ex.

70.

446. The SDARS raise largely the same objections;to the non-music analysis that they i

raised with respect to the Howard Stern benchmark. See SDARS FOF iSection VII. D.

1 r4

Public Version

he believed could be applied to the SDARS total revenules, prdvided~iit Was'adjusted to account

for the fact that some of those revenues were attributable to non-music content. Dr. Woodbury

therefore undertook an analysis o:f the relative contributions of music content and non-music,

content.

443. Using Sirius internal survey data, Dr. Woodbury concluded,that music is

responsible for [~] of Sirius's revenues, and [~] of XM's revenues. Woodbury 'WDT at

33-34, XM Trial Ex. 8. A straight average of those two figures would credit music with [~]
of the revenues for the two SDARS, while a revenue-weighted average would result in a higher

percentage (since XM's revenues are higher than those of Sirius)i

444. In short, the figure used by Dr. Woodsy to calculate a percentage of revenuei

rate based on the revenue contribution of sound recordings is almost exactly the same — albeit

somewhat higher — than the figure used by Dr. Pelcovits. Under these circumstances, the

SDARS'ociferous criticism of Dr. Pelcovits and Dr. Wind, whose data virtually mirrors that of

the SDARS'wn internal surveys as analyzed by their own expert, is difficult to fathom.

The SI)ARS'Aggregate Non-Music Conltemit Agreements SuppoH the 'oundKxchangeRate Proposal

1. 'I"he Objections to INon-Music Content as a Benchmark Are
lJnfounded

445. As a supplement to his Howard Stern benchmark, Dr. Pelcovits reviewed the

SDARS'on-music content costs in the aggregate, comparing those costs to total revenues in

order to calculate a comparable sound recording royalty. Pelcovits AWDT at 8-11, SX Trial Ex.

70.

446. The SDARS raise largely the same objections;to the non-music analysis that they i

raised with respect to the Howard Stern benchmark. See SDARS FOF iSection VII. D.

1 r4



Public Version

447. As they did with the Howard Stern benchmark, the SDARS complain that the

non-music content agreements cannot be used as a basis to determine a reasonable sound

recording royalty because the opportunity costs for non-music content are different, SDARS

FOF at tc 1134, the supply is different, and the substitutes are different. SDARS FOF at $'It 1135-

1136. In reality, the SDARS know nothing about the opportunity costs of non-music content, not

having conducted any empirical research into the subject. 8/20/07 Tr. 182:13-20 (Benston).

Neither do they know whether the supply ofmusic and non-music content is different or whether

the substitutes are different, not having studied that either. 8/20/07 Tr. 1S7:19-188:10 (Benston).

448. Instead, the SDARS rely on a simplistic analogy to support these arguments.

Music is like water, they say — important but easily and endlessly available. Non-music content

is like diamonds, rare and therefore expensive. SDARS FOF at tItI 1136-1137. Apart from the

fact that no evidence supports these assertions, the analogy is inapt on its face. Music may well

be like water, in the sense that it is essential to the SDARS. Their own witnesses admit as much.

Joachimsthaler WRT at 11, SDARS Trial Ex. 73. But unlike water, music is copyrighted and

scarce. Popular music — the music people will pay money to hear — cannot be obtained just

anywhere. And, as Dr. Benston admitted, he has no reason to think that the supply of the

talented artists who create these copyrighted sound recordings is any different from the supply of

talk show hosts and entertainment personalities. S/20/07 Tr. 187:19-188:10 (Benston).

449. The SDARS also claim that non-music content represents a poor benchmark

because it involves different rights than those at issue in this case. SDARS FOF at tI 1139. But

the SDARS cannot deny that, from an economic standpoint, music content and non-music

content serve the same purpose. They are substitutable inputs into the SDARS'roduct — audio
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entertainment for consumers. Pelcovits WDT at 9-10, SX Trial Ex. 68;. 7/9/07 Tr. 299:19-300:3

(Pelcovits). Dr. Benston effectively admits this. 8/20/07 Tr..193:14-194-6 (Bentson).

450. Exclusivity is another way the SDARS atteiInptl to Idistinguihh rhusic content and

non-music content. SoundExchange has already addressed this point elsewhere.. See SX HOP at I

$$ 455-464. It will suffice for here to say that even the,SDARS'wn experts,admit that non-

music content that the SDARS describe as exclusive is in fact. available. through other media

(8/20/07 Tr. 94:15-95:12 (Benston)), and music, convei,'self, has httdbutes,of exclusivity given

the SDARS ability to broadcast niche genres unavailable on terrestrial radio..8/20/07 Tr. 100:15-

16, 101:6-11, 105:5-13 (Benston). The SDARS even proclaim it. in their findings of fabt, iiotilng I

that "The SDARS Play Music Not Heard Elsewhere (SDARS FQF at p'. 78), and describing how.

the SDARS "provide more music channels, spanning more diverse genres,. than are found in even

the largest terrestrial radio markets ...." SDARS FQF at $ 141.

451. The SDARS, in fact, are fully aware of the practical reality that they offer rpusIic
I

terrestrial radio does not and cannot offer. XM's internal strategy documents describe .

.] SX Trial Ex. 2 at 24, 27. It is part and parcel ofXM's marketing strategy to take foll.

advantage of its ability to offer niches of music terrestrial radio does not. XM, in that respect,

obtains the same benefits from music that it obtains from exclusive non-music content.

452. The SDARS also repeat the refrain that Dr. Pelcovits's analysis of non-music

content did not take into account the benefits the SDARS claim tihey receive from their,non-

music content agreements, such as association with well-known brands~ publicity and

endorsements. SDARS FOF at ltd 1160-1167. In order to make this argument, the SDARS first
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try to persuade the Court that whether content attracts subscribers should not be the test of the

content's value. Id. at tI 1162. The SDARS have to make this argument, of course, because they

recognize that survey after survey proves that music, far more than anything else, brings

subscribers and subscription revenue to the SDARS. See SX FOF Section IV. Consequently,

they argue that it was wrong for Dr. Pelcovits to "rely[] on surveys that consider what listeners

say as the basis for assessing the value ofnon-music programming deals." SDARS FOF at $

1162.

453. The SDARS necessarily admit, however, that "subscriber revenue is the ultimate

primary goal for both SDARS." SDARS FOF at tI 1162. And the SDARS cannot deny that no

other content is as effective as music at generating subscriber revenue. See SX FOF Section IV.

In effect, then, what the SDARS are claiming is that this Court should ignore empirical evidence

from scientific studies regarding the effect of content on generating the revenue that is their

"ultimate primary goal." Instead, say the SDARS, opinions offered by their witnesses that brand

identity and endorsements and promotional considerations, quantified in thoroughly unreliable

ways, really provide a better measure of the value ofnon-music content. SX FOF at Section

IV.D.

454. This, of course, makes no sense. Brand identity and promotion and endorsements

are all means to an end. The end is to generate subscriber revenue. See 6/7/07 Tr. 224:17-18

(Coleman) ("[T]he overall goal of everything we do is to drive subscribers."). And Dr. Pelcovits

measured, in the most direct fashion possible, which types of content are responsible for

generating subscriber revenue. 7/9/07 Tr. 54:18-57:10 (Pelcovits). He relied on survey data that

determined what motivated consumers to subscribe. Pelcovits WDT at 13-14, SX Trial Ex. 68.

It simply is not true, then, that Dr. Pelcovits's analysis did not capture the true value of non-
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music content. If Sirius's deal with the NFL brought subscribers, whether because of the

broadcasts of games, the association with the NFI. brand, or promotional appearances and

endorsements by NFL stars, one would expect the survey data to reveal that consumers were

motivated to subscribe because of the availability ofNFL programming. Far &om being

erroneous, relying on survey data was the best way to assess all of the value that any non-music

content deal brought to the SDARS.

455. While the foregoing should completely answer the contention that Dr. Pelcovits

underestimated the value of non-music content because he did not separately consider the value

of brands, promotions and endorsements, it should also be said that the SDARS grossly

overestimate the impact of such considerations.

456. For example, the SDARS claim that the Sirius agreement with the NFL provides

valuable brand and promotional benefits. SDARS FOF at fg 1176, 1188. In an email sent in late  
2004, however, Sirius (:EO Mel Kzmazin asked "what info if any do we have on the impact of

having and promoting the.NFL for addi.ng subs." SX Trial Ex. 29. In response, Mr. Karmazin

was told that Sirius had, heavily promoted Its connection with the NFL. The NFL was the "'the

primary focus of about 90% of [Sirius's] marketing." Sirius's largest media spend was devoted

to Monday Night Football. Sirius's lead product in retail stores had "the NFL logo all over it."

And the result of all of that hype involving the NFL and its vaunted brand was this: "In

quantitative research against people exiiting Best Buy stores this fall, the primary reason for

considering and buying satellite radio are 'variety of music charMiels, commercial free music, and

receiver features.'" Id.

457. In the same email, Mr. Kaz nazin was told that Sirius created two different

commercials featuring former NFL stars, Howie Long and Terry Bradshaw. SX Trial Ex. 29. In
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one commercial, the two NFL legends talked about "getting there [sic] favorite games." In the

second version of the commercial, Long and Bradshaw talked about Sirius's music offerings.

The latter version of the commercial "had greater appeal, quantitatively, among consumers, even

NFL Fans." Id.

458. Similar results occurred when XM explored the importance ofNASCAR

programming to NASCAR fans. In focus groups made up ofNASCAR fans, XM learned that

"Diversity of music is the primary reason that the participants report getting XM." SX Trial Ex.

8 at 12.

459. The fact is that the SDARS'wn documents, prepared for internal business

purposes rather than litigation purposes, clearly reveal that music trumps non-music brands and

endorsements every time. In any event, the survey research relied upon by Dr. Pelcovits would

have measured the degree to which consumers were impelled to subscribe by the SDARS'ssociation
with non-music brands and personalities, and those supposed benefits therefore were

captured in Dr. Pelcovits'nalysis.

2. Dr. Pelcovits'ethodology is Sound

460. Challenging Dr. Pelcovits's methodology for calculating a sound recording

royalty based on non-music content, the SDARS first argue that Dr. Pelcovits was wrong to use

data from 2006. SDARS FOF at $$ 1143-1150. He did so, however, because that was the latest

year for which there was actual data. Dr. Pelcovits's approach in this case — and

SoundExchange's — was to look at a variety of different benchmarks and methods of economic

analysis, since each has strengths and weaknesses. Dr. Pelcovits's surplus analysis, for example,

estimated royalty rates in 2012 based on projections of the SDARS'osts and revenues at that

time. Pelcovits WDT at 14, SX Trial Ex. 68. The SDARS predictably take issue with the
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projections, and indeed with any analysis that relies on projections. SDARS FOF at tt'll 957, 960,~

966. Dr. Pelcovits therefore conducted the non-music content analysis using actual 2006 data,

and naturally the SDARS now fault him. for not using projections of the non-music costs and

revenues in future years.

461, In any event, the time period of the analysis matters fm less than the SDARS

claim. As SoundExchange demonstrated in its proposed firidirigs of fact, and contrary to the

SDARS'laims, the same analys:is for the years 2006 tlirough 2012 suggests a sound recording

royalty of approximately 16%. SX FOF at ltd 580-588.

462. The SDARS also argue, as they did with the Howard Stern benchmark, that Dr.

Pelcovits should have treated advertIising revenues as an offset to costs, instead of as revenue.

SDARS FOF at tttt 1151-1154. Or, more accu.rately, the SDARS apparently believe that Dr.

Pelcovits should have countecl advertising revenue twice — once as an addition to total revenue

and once as a deduction for non-music programming costs — as Dr. Benston did. For the reasons

stated in SoundExchange's proposed findings of fact, the accounting treatment advocated by the

SDARS is erroneous and leads to absurd results. See SX FOF at tttt 584-586.

463. The SDARS offer no real explanation of why advertising revenues should be

treated differently than subscripti!on revenues. For example, the SDARS claim that they obtain

advertising revenue from their non-music content agreements, and "do not obtain a

corresponding benefit from their music programming...." SDARS FOF at )[ 1152. But, of

course, the SDARS do obtain a corresponding benefit from music programming - subscription

revenue. There is no reason why a dollar of advertising revenue is any different than a dollar of

subscription revenue. And if one were to deduct advertising revenues attributable to a non-music

content from non-music programming costs, then logically one should also deduct subscriber
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revenues attributable to music content from music programming costs. In reality, neither

deduction makes sense. Revenue should be treated as revenue, not as an offset to costs. That is

how Dr. Pelcovits did it, and that is how the SDARS do it in their financial statements.22 The

only reason to treat advertising revenue and subscription revenue inconsistently is to skew the

calculations in the SDARS'avor.

464. Nor is it right that non-music content is solely responsible for advertising

revenues, even if the advertising runs on non-music channels. To the extent that music grows the

subscriber base, and those subscribers listen to non-music channels as well as music channels,

the larger base of potential listeners helps attract advertisers. Thus, as Dr. Pelcovits noted, XM

claimed in a website directed at potential advertisers that its audience listens "for an average of

24 hours per week." Pelcovits WRT at App. A, p. 2, SX Trial Ex. 124. That statistic represents

all listening time, id. at App. A, p. 1, not just listening time on non-music channels. XM

recognizes that the larger its audience overall, the more attractive it is to subscribers. It cannot

be said that those who subscribed for the music are irrelevant to the SDARS when it comes to

generating advertising revenues, even if the ads do not run on music channels.

465. The SDARS have only one valid point to make with respect to the non-music

content analysis. Dr. Pelcovits removed the costs of the Howard Stern contract when he

calculated Sirius'on-music content costs for 2006, because a substantial portion of the costs of

Stern's multi-year contract were front-loaded into that year. Pelcovits Amended WDT at 10, SX

Dr. Pelcovits treated advertising revenues the way the SDARS treat such revenues on
their financial statements and in their SEC reporting — revenues from advertising are reported as
a component of total revenues, and the share of advertising revenues that are paid to the content
provider are treated as costs. See SIR Trial Ex. 62 at SIR Ex. 47, p. 28 (Sirius 2006 10-K)
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Trial Ex. 70. As the SDARS observe, the Stein costs for 2006 were higher than Dr. Pelcolits

realized, and deducting the additional Stern costs from tihat year Woiild 0educe the implied sound

recording royalty to 13 i~o. SDARS FOF at $$ 1158-1159. As SoundExchange pointed out in.its

proposed findings of fact, however,:including a pro rata share of the Stern costs in 2006 would

increase the implied sound recording royalty to 22%. See SX FOF at $ 578.

466. Dr. Pelcovits'iscussion of non-music content, therefore, whether focused on

Howard Stern or inclusive of all non-music content, was properly analyzed and provides very

useful information with respect to an appropriate rate for music.

D. The Record Companies'igital Distribution Contracts Collectively Provide
Excellent Benchmark'67.

Unlike the webcasting case., here there is no one perfect benchmark that with only

a few appropriate available adjustments fully captures the price that the sound recording lipeqse

would obtain in a hypothetical market transaction between a record company and an SDARS.

SoundExchange, through its economic experts, therefore reviewed multiple benchmarks, some

better at capturing some aspects of the hypothetical SDARS market transaction, some better at

capturing other aspects, Ordover WDT 36, SX Trial Ex. 61. What SoundExchange found when

it undertook this analysis is that though the relevant benchmarks,did not produce identical

results, the results fell within a useful range. Taken collectively, the benchmarks provided a

highly reliable indication of the range of rates one would expect to find in,the hypothetical target

market. Ordover WDT at 52, SX Trial Ex. 61; Pelcovits WDT at 8-9, SX Trial Ex. 18.

468. Among the benchmarks examined were selerall miarkets in which Internet music

services distribute sound recordings licensed from the record companies. 'The SDARS challenge
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the analysis of these markets, conducted by Dr. Ordover, on a variety of grounds. All of these

challenges miss the mark.

469. The SDARS begin by pointing out that as a legal matter the royalty here is a

"performance" right under section 114, while as a legal matter the royalties in the digital

benchmark markets are "reproduction" rights. SDARS FOF at )$1257-1260. But as Dr.

Ordover explained, the fact that the benchmark market rates were not set in the shadow of a

Section 801(b) judicial determination is an advantage, not a disadvantage. 6/21/07 Tr. 215:5-

216:12 (Ordover). Moreover, the label applied to the legal right is as a matter of economics

irrelevant. 8/27/07 Tr. 56:6-58:1 (Ordover). What is significant is what the customer is

receiving and paying for. In all cases with the digital services and the SDARS services what the

customer is receiving and paying for is the right to listen to music. Ordover WDT at 45-46, SX

470. The SDARS are on firmer ground when they assert that benchmarks should be

adjusted to account for different functionalities in the services that consumers value differently,

SDARS FOF at gtt 1261-1264, although that claim is flatly inconsistent with Dr. Woodbury's

argument that sound recordings are commodity items that have an absolute value apartPorn the

particular value associated with the services which provide the music. See, e.g., 8/23/07 Tr.

132:21-134:5 (Woodbury) But Dr. Ordover accounted for different functionality of the services

in his digital benchmarks. Oddly, the functionality the SDARS point to that they claim needs to

be adjusted for is interactivity. Id. This is odd because Dr. Ordover specifically accounted for

interactivity, SX FOF at $$ 630-32, and it is odd because interactivity is the one kind of

functionality that the Court has already concluded can fairly be accounted for, as that was the
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sole significant difference between the benchmark and target markets that the Court adopted in

the Webcasting case. 8"ebcasting II, 72 Fed. Reg. at 24092 The SDARS ignore these facth.

471. The SDARS next complain that Dr. Ordover did not account for the fact that the

SDARS is a higher cost service than the Internet-based services he used as benchmarks. SDARS,

FOF at $ 1265. But Dr. Ordover concluded (in testimony that was not disputed) that whilel it nasl

possible in theory that cost differences might result in some difference in price, because of the

cross-elasticities of demand, those differences should not be oNeriexaggerated. In an arms-

length transactions the record companies would not give the SDARS a better deal than they

would give competing internet services because the SDARS are a relatively-high cost service

Such behavior would undercut profits from the more efficient, lower-cast services. prover

WDT at 31, SX Trial Ex. 61.

472. Moreover, Dr. Ordover's inability to address what if any small effect these cost

differences might have exemplifies the wisdom of looking at more than one benchmark. Here,

SoundExchange provided four benchmarks involving services with identical or similar cosits tD

the SDARS. What it found were rates that were within the same range of rates reflected in the

digital distribution benchmarks, establishing that the effect of not accounting for costs in these

Internet benchmarks evidently was not substantial, if there was any effect at all. Specifically, as

just discussed, Dr. Pelcovits provided two benchmarks derived from the SDARS.'wn non-

music content deals — deals where the service was the SDARS themselves, so there was nd

service cost differential to consider. And, as discussed in what follows, Dr. Ordover provided

two benchmarks involving satellite television, a market he analyzed precisely because the

satellite television market has a similar capital structure toi the satellite radio market. Ordover

WDT at 38-40, SX Trial Ex. 61.
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473. Invoking their general attack on the use of any benchmarks, the SDARS next

accuse Dr. Ordover of failing to take "account of the SDARS'nique mix of capital investment,

cost, risk and creative contribution," SDARS FOF at $ 1271. But the point of benchmarking to

rates from operating markets is to take account of these things, as they are reflected in market

dynamics, and the SDARS'wn benchmarks do a far worse job on this score than the many

benchmark examples provided by SoundExchange, What is notably missing from theSDARS'riticism

of Dr. Ordover's benchmark analyses is even any mention of the extensive justification

and analysis he provided explaining the economic foundation for undertaking a benchmark

analysis in the context of a section 801(b) proceeding. See, e.g., Ordover WDT at 5-38, SX Trial

Ex. 61. Moreover, after having concluded its extensive benchmark analysis, SoundExchange

proceeded to give exhaustive consideration to each of the four statutory factors. See SX FOF at

Section VI. The SDARS do not explain what more SoundExchange could have done.

474. Next, the SDARS offer a frivolous argument that the agreements Dr. Ordover

reviewed were not representative. The initial data Dr. Ordover reviewed was based on testimony

from knowledgeable Sony and Universal witnesses who testified that the data reflected all of the

recent contracts entered into by these two large companies. 8/27/07 Tr. 51:17-21; 52:5-11

(Ordover). Not content to leave it at that, Dr. Ordover then directed his staff to collect and review

all contracts from all four major record companies entered into after June 2005 in the benchmark

categories, as well as a great many other contracts that Dr. Ordover ultimately concluded did not

make appropriate benchmarks (for example, ring tone contracts and custom radio contracts). 1d.

TR 51:21-52:19 (Ordover). The results of that analysis are reported at Ordover WRT at 9, Table

1, SX Trial Ex. 119. These results reflect that within a few pennies the averages provided. by

Sony and Universal applied fully to all four major record labels. In discovery the SDARS then
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were given comprehensive lists o:F all of these contracts, including the rate terms that were

averaged by Dr. Ordover to produce the results. See 8/27/07 Tr. at 53:7; 54:8-11„66:1-3.The'DARS

claim that Dr. Ordover was not personally familiar enough with each of the 500

contracts he relied upon, since he testified that "I don't beli.eve that my maiin role in this

proceeding is to memorize any of these 500 contracts," 8/27/07 Tr. 54:5-12, and testified that he

did not personally read each contract, but relied on his staff to do that work under his

supervision. But Dr. Ordover testified that he closely supervised his staff and told them how to

review the contracts and what inf'ormation he wished to have summarized. Id„Tr. 52: 15-1'9,'75.
After the SDARS reviewed hundreds'of thotisandd of pages of contracts and

contract negotiating documents, they do not suggest that Dr. Ordover's data summaries are in

any way inaccurate. Indeed, Dr. Ordover expressly invited opposing counsel to discuss with himl

any of the contracts upon which he relied i:n h:is analysis, and invited counsel to ask him any

questions about the spreadsheets provided summarizing those contracts and used to develop the

summary data contained in his rebuttal report. 8/27/07 Tr. 54:8-12 (Ordover). Counsel notably

refused to ask a single question about a single one of the hundreds of contracts upon which Dr.

Ordover relied.

476. Instead the SD.AR.S point to a grand total of three contracts that were not among

the extensive number of contracts upon which Dr. Ordover relied'., because they were entered into

after Dr. Ordover completed his rebuttal testimony. As Dr. Ordover said, "we have to freeze the

analysis at some point in ti.me." 8/27/07 Tr. 105:9-10 (Qrdover). Ini any event, SDARS'ounsel

claims that these three contracts, from among the many recent contracts provided to counsel,

have lower than average rate terms. SDARS:FO:F at ltd 1275, 1276. As Judge Wisniewskii

pointed out at the hearing when these same contracts were shown to Dr. Ordover, the SDARS
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misrepresent the content of the contracts. 8/27/07 Tr. 84:1-86:6 (Ordover) But the larger point

is that an average figure is just that — an average made up of contract terms that are above the

average, and contract terms that are below the average. As Dr. Ordover pointed out at trial, we

are not at Lake Wobegon, "where everybody is above average." 6/21/07 Tr. 253:12-13

(Ordover). Pointing to three out of hundreds of contracts that are (wrongly) claimed to be below

the average proves nothing.

477. Next the SDARS point to the fact that Dr. Ordover acknowledged that markets

constantly change, and that therefore the contract data shifts over time. SDARS FOF at 1'279-

1281. That will always be the case; it is one reason why it makes sense here to rely on more than

one benchmark. It is no reason to discount the benchmark evidence.

478. Similarly, the SDARS accuse Dr. Ordover of "completely ignor[ing]" so called

"custom radio" agreements. SDARS FOF at $ 1300-1301. But Dr. Ordover did not ignore these

agreements. He reviewed them, considered them, and concluded they would make poor

benchmarks. Specifically, he concluded that:

The rates imposed by the predecessors to this Court are not relevant
benchmarks since these do not reflect marketplace (i.e., voluntary) license
terms. Neither do I regard as probative the rates negotiated in the shadow of a
statutory license proceeding, insofar as these rates are more indicative of what
the parties believed would be the result of a rate case than they reflect a
marketplace dynamic. Among the rates I did not consider for this reason are
rates that were set for services directly subject to a statutory license, or
negotiated rates for services such as "custom radio," where the parties still
dispute whether or not the service is subject to a statutory license. In
particular, the rate set for "custom radio" plausibly reflects the record
companies'version to taking the risk that the license dispute would be
unfavorably resolved. Here too, the dynamic at work in these contractual
negotiations is simply too bound up in regulatory considerations and
judgments to be a useful indication of market rates."

Ordover DWT at 43 n.38,
187
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The SDARS do not attempt to rebut this criticism.

479. The SDARS specifically object to Dr. Ordover's use of the interactive

subscription services as a benchmark. To make use that that benchmark, Dr. Ordover accounted

for the two principal differences between the target and benchmark markets — the fact that the

benchmark market involves an interactive service while the SDARS are not interactive„and the ~

fact that to make use of the portability feature of the digital interactive services requires a two-

step process (downloading to a computer and uploading to an iPod), while the SDARS offer

immediate access. SX .FOF at 'pI 626-637, The SDARS claim that Dr. Ordover's adjustments

for these two differences were not made with adequate precision,

480. Principally the SDARS object to the intdradtivity adjustment (just as they

unsuccessfully objected to the similar interactivity adjustment in the Webcasting case). They

observe that the adjustment was drawn from video contracts, and Dr. Ordover did not establish

that video contracts are an appropriate analog. SDARS FGF at $ 1286. As to that, they point out

that the video agreements do not reflect section 801 concernsl though they do not explain what

that has to do with the accuracy of the Iinteractivity adjustment. Id. i They do not suggest any

reason why the relative value of interactivity would be different between video and audio

services. Id. They point to two contracts that were too recent to be included in Dr. Ordover's

analysis, and that were not discussed by any witness on either side at trial. They claim that these

two contracts establish some higher ratio than the [Q] ratio Dr. Ordover derived from the

average of the video agreements he reviewed. SDARS FOF at $$ 1292-1293,. But the Court

should not rely on these contract.s, which, to repeat, were never addressed by Dr. Ordover, the

record company witnesse., or any other witness. They do not on their face establish that the
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ratio that was derived from an average ofmultiple contracts and described by record company

witnesses was inaccurate.

481. In fact, SDARS counsel flatly misrepresents the price terms of these two

agreements in their findings of fact. For example, the contract at SDARS Trial Ex. 87 does not

reflect that interactive pricing isf=~ higher than non-interactive pricing, as the SDARS

erroneously allege. See SDARS FOF at $ 1292.

482. The SDARS claim that the rate for interactive services in this contract is

[~~], and that the non-interactive rate is [—:el. Id They .are wrong on both counts.

The price provision of Tier 3 (interactive) reads:

q [tf

[[I

Trial Ex. 87 at SE-REB0028156.

483. The price provision of Tier 4 (interactive) reads:

i SDARS

[isji
t aa ~

SDARS Trial Ex. 87 at SE-REB0028157 (emphasis added).

484. As this language reflects, both contracts have a "greater of rate" structure, and the

ratio of the rates set out in two out of the three of the "greater of'ossibilities is not [10 to 1].

Counsel attempted to engage in a similar misrepresentation (identified by Judge Wisniewski, seet 8/27/07 Tr. 84:1-86:6 (Ordover)) concerning yet another contract that was too recent to have
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ratio that was derived from an average of multiple contracts and described by record company

witnesses was inaccurate.
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been considered by Dr. Ordover, when SDARS counsel falsely claimed that the new contract

established that the so-called "portability premium" been eliminated. In fact it had not, as Dr.

Ordover explained: "clearly, because we are in the greater ofA, B. or C, it is still; entirely ~

possible that while the per-listener rate is the same, the aggregate payment will be [different]."

Id. Tr. 87:10-14.

485. But in their findings of fact the misrepresentation is even more egregious than

that. In this case, the two contract provisions are not ev'en parallel; the non-interactive rate, even

if the per play alternative constituted the highest price, mould not be'the only chatge'pplied.

Instead, the I ] provision has an additional component that applies in every case for, non-;

interactive services that is not part ofpricing for interactive services, a gross revenue amount set;

out in bold above.

486. In sum, the SDARS have misrepreserited the centipact termsi Exactly the same i

thing is true of the other new contract they rely on in their attempt to discredit Dr. Ordover's'ontractanalysis. See e.g., SDARS FOF at $ 1293 (misrepresenting, SDARS Trial Ex. 88).

4S7. In any event, as Dr. Ordover explained when confronted with one:of these new.

contracts that were too recent to be part ofhis analysis, if one,were to undertake a new analysis

that included these contracts, not only would one not misrepresent them as the SDARS have'one,but "ifwe had these contracts at our disposal, then we would have to have averaged over

all of the other contracts." 8/27/07 Tr. 89:1-3 (Ordover). It is not Dr. Ordover's credibility that

is undermined by the SDARS'iscussion ofhis benbhnhark cbntitact~ rates.'8S.

The SDARS also wrongly attack the "immediacy" adjustment Dr. Ordover made

to his "per play" benchmark. SDARS FOF at g 1294-1295. At the rebuttal hearing,

Dr. Ordover observed that because the video services are priced on a per-play basis, .while the
190

Public Version

been considered by Dr. Ordover, when SDARS counsel falsely claimed that the new contract

established that the so-called "po&tability premium" been eliminated. In fact it had not, as Dr.

Ordover explained: "clearly, because we are in the greater of A, B. or C, it is still entirely

possible that while the per-listener rate Iis the same, the aggregate payment will be [different]."

Id. Tr. 87:10-14.

485. But in their findings of fact the misrepresentation:is even miore egregious than

that. In this case, the two contract provIIsions are not even parallel; the non-interactive rate, even

if the per play alternative constituted. the highest price, would not be'the only charge applied.

Instead, the[~ provision has an adciitionai component that applies in every case for non-

interactive services that is not patt of pricing f'or interactive servicess a gross revenue amount set

out in bold above.

486. In sum, the SDARS hiave misrepresented the contract terms. Exactly the same'hingis true of the other new contract they rely on in their attempt to discredit Dr. Ordover's'ontractanalysis. See e.g., SDARS .FO:F at tt 1293 (misrepresenting SDARS Trial Ex. 88).

487. In any event, as Dr. Ordover explained when confronted with one of these new

contracts that were too recent to be part of his analysis, if one were to undertake a new analysis

that included these contracts, not only would one not misrepresent them as the: SDARS have

done, but "if we had these contracts at our disposal, then we would have to ha've averaged over

all of the other contracts." 8/27/07 Tr. 89:1-3 (Ordover). It is not Dr. Ordover's credibility that

is undermined by the SDARS'iscussion of his benbhnhark cbntkact rates.

488. The SDARS also wrongly attack the "immediacy"'djustment Dr. Ordov'er made

to his "per play" benchmark. SDARS E'OE'" at tttt 1294-1295. At the rebuttal hearing,

Dr. Ordover observed that because the video services are priced on a per-play basis, while the

190



Public Version

benchmark rate was priced on a per-subscriber basis, it was appropriate to account for

differences in the intensity of usage. Ordover WRT at 18 n.20, SX Trial Ex. 119. The

undisputed record evidence from Mr. Eisenberg is that non-interactive services are used [~
as much as interactive services. Eisenberg WDT at 19, SX Trial Ex. 53. Dr. Ordover testified

that "I found out that there was testimony on the record that suggests the differences in usage

rates," 8/27/07 Tr. 101:6-7 (Ordover), and so he made this adjustment to his calculation. The

SDARS ignore this testimony, as they ignore the record evidence, and instead make much of the

fact that Dr. Ordover later forgot that he had obtained this information directly from the record

and testified he obtained it first from counsel. SDARS FOF at $ 1290. On that basis, the

SDARS now claim that the entire benchmark should be rejected as "admittedly inaccurate" and

"hopelessly compromised." Id. at 1291.

489. But this is not a game of "gotcha." The record evidence is from Mr. Eisenberg,

and it unambiguously supports Dr. Ordover's adjustment. Eisenberg WDT at 19, SX Trial Ex.

53. The fact that Dr. Ordover had conflicting memories of where he obtained this record

information is besides the point.

490. Next, the SDARS point out that two recent contracts suggest that the premium

identified in earlier contracts for immediate access may be disappearing. SDARS FOF at

$ 1294-1295. See SX FOF at $$ 633-637. Of course, the fact that two new contracts do not

reflect the premium hardly suggests that Dr. Ordover's premium is "imploding." SDARS FOF at

$ 1295. In any event, to be conservative, SoundExchange did not account for any such premium
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in the use of its benchmark in its Proposed Findings of Facts, SX FOF at $ 637, mooting this:

criticism.~&

491. Finally, the SDARS assert that Dr. Ordover was wrong to compare the SDARS to

a portable service that can be played in the car or while walking with a portable player,i'nstead

should have compared it to a service that can be. listened to only while one is tethered to

his or her computer. SDARS FOF at $ 1295. Dr. Ordover.did not "change his tune'* SOARS

FOF at $ 1297, or "ignore the import of his own analysis," kaid. iat $ 1298't. was consistently his

view that satellite radio is not "fully portable" or fully non,portable.; It can be, listened to in the

car or on a portable device. 6/21/07 Tr. 170:12-19; 176;:11;-20 (Ordqver). Dr. Ordover's

judgment is that in comparing satellite radio service's functionality to a digital service, the

closest comparison is to a portable digital service, rather than one that can only by listened to

while on the computer. Ordover WDT at 48, SX Trial Ex.,'61.'his;is far inore reasonable than

the judgment of the lawyers who wrote the SDARS'roposed findings of fact and claim that

listening to the SDARS is more like listening to a music service tihat cau only be used while one,

is at his or her computer

492. After incorrectly concluding that the closest comparison to satellite radio's
I

functionality is a computer-tethered, non-portable service, the SDARS then go on to derive a rate

not based on average contract prices, but based on the lowest&price non, potable contracts &eiy

&& Similarly moot is the SDARS'laim that Dr.i Ordover's retail rate c@lculatiou needs to

be adjusted in light of recent changes to the retail rates. SDARS FOF at $ 1304. It was Dr.

Ordover himself that brought these changes to the attention of the Court, Ordover WRT ati 10' i

SX Exhibit 210 RP, SX Trial Ex. 119, and in its findings of fact SoundExchange has made use of
these more recent retail rates. SDARS FOF at $ 639 n.33. t192
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could find among the hundreds produced in discovery. SDARS FOF at $ 1299. The Court

should reject the results the SDARS'erive from these irrational assumptions.

E. The Satellite Television Benchmark Establishes that the SDARS'laims
About Failing to Take Account of Differences In Cost Do Not Undermine
the Digital Contract Benchmarks

493. Dr. Ordover was candid about the strengths and weaknesses of the satellite

television benchmark. In reward for his candor, the SDARS selectively quote back those

portions of his testimony in which he explains the limitations of the benchmark, to leave the

impression that he thought it was of no value at all. SDARS FOF at $$ 1224-1253. If that were

the case, he would not have offered the benchmark to the Court. It is not the case. The

benchmarks provide highly valuable information, and there is no reason for the Court to ignore

this evidence.

494. To correct the misrepresentations made by the SDARS, Dr. Ordover's testimony

is that the satellite television companies have capital structures that are more similar to the

SDARS'han those of the digital music services, so they allowed him to evaluate if differences

in capital structures between the music services and the SDARS would be a significant

impediment to using the information obtained from the music services'ontracts. He concluded

that review of the satellite television payments suggested that these cost differences did not result

in greatly different content royalty payments. Ordover WDT at 37-38., SX Trial Ex. 61.

495. Dr, Ordover concluded that Satellite TV and satellite radio employ roughly

similar business models and similar capital structure:

o Both rely on the delivery of content to subscribing customers by means of a satellite
signal delivered to the subscriber's receiving unit (be it a television set or a radio);

o Both require significant upfront investments in satellites and satellite infrastructure;
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~ Both benefited from attracting "early adopters." For example,, in the first two to three
years after launch, the DBS firm.s aitracted roughly four million subscribers;

~ Both needed to subsidize hardware, offer rebates on installation, and provide'discounts
on programming package to stimulate additional subscriptions;

~ Both utilize "big box" stores (e.g., Best Buy, Circuit CIIty, etc.) and electronics stores
(e.g., Radio Shack),, as well as direct sales, to atllraclt n6w subscribers; and

~ Both rely extensI.vely (or predominately) on subscriber revenues to cover the costs of
programming and other variable co,sts (su& h as marketing) as well as generate a Irisk-

adjusted competitive rate of return on the invested Assets.

Ordover WDT at 38, SX Trial Ex, 61. While the SDARS complain that the two services have

nothing relevant in common, SDARS FOF at 'tI)1228-1234, they do not dispute any of these facts

and do not explain why they believe them to be irrelevant.

496. Dr. Ordover's principal satellite television benchmark involved an examination of

DBS providers'rogramming costs as a percentage of revenues for premium networks only,

since premium networks, lIIke music programming on satellite radio, are commercial-free.

Ordover WDT at 40, SX Trial Ex. 61. Dr. Ordover found that music is even a more essential

feahu'e of satellite radio than premium chxjmels are to satellite televi.sion. 6/21/07 Tr. 261I7-

262:2 (Ordover), Music over satellite radio is like premium content on satellite television in that

it is advertising-free and supported by fees. Id. Tr. 262,,20-22. The SDARS do not deny this.

Instead, through Dr. Woodbury they repeat their standard refraint the premium networks have

only a few distributors (cable and satellite 'TV), so they "matter" to the content providers, whijle

the record company has many different services distributing their product, so they don'.

SDARS FOF at 1'236.

497. While the SDARS take Soundl.:xchange to task for not using cable television

instead of satellite television as a benchmark, that would have eliminated the principal advantage
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of the satellite television benchmark — it is a relatively young satellite-based entertainment

business. And, when the SDARS claim that cable television pays a "substantially smaller share

of revenues for content," SDARS FOF at It 1237, that is not true for premium channel content,

where both satellite and cable pay approximately 50% of the revenue to content. 8/16//07 Tr.

216:4-15 (Noll).

498. Nor is it true that premium channels are exclusive to one satellite system to a

greater degree that a broad range of music is exclusive to the SDARS. SDARS FOF at tt 1238.

Channels like HBO are available on virtually all cable systems and on all competing satellite

systems.

499. Finally, Professor Noll claims that premium television channels are different than

music channels on the SDARS because the premium channels bear none of the costs of the

satellite infrastructure, all of which is borne by the basic channels, SDARS FOF at $ 1242, which

must alone charge a price "sufficient to recover the satellite reception system." Noll WRT at

104, SDARS Trial Ex. 72. That is economically incoherent. Professor Noll has no basis for

asserting that the satellite companies attribute all of their costs to the basic tier of programming

and none to the premium tier, and it would be irrational if they did allocate costs in that way.

500. Dr. Ordover in his written testimony suggested that satellite retransmission rights

would be a preferable benchmark, in part because both the music industry and the broadcast

television industry need access to customers through the respective services, 8/16//07 Tr. 216:4-

15 (Noll), and both "derive benefits from being included on satellite systems." Noll WRT at

105, SDARS Trial Ex. 72. See also SDARS FOF at tt 1244-1246. But in fact, as established

previously, the music industry is harmed, not benefited, by appearing on satellite radio. In

contrast, it is absolutely essential for the broadcast television stations to be available on satellite
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and cable television networks. Moreover, as Dr, ]Vo]l acknowledged on cross examination,,

retransmission rights are typically given away almost for free because they are bundled with far

more valuable network rights: "the nature of the bargain typically is just to give re-tran8miSsign

rights to the network affiliate as part of a package that inc]Ader all thee pay channels that are also

constructed by the network." 8/16//07 Tr. 218:4-15 (Noll). Because they aire priced as part of a

bundled offering, retransmission rights obviously are not m useful benchmark.

F. The SDA]RS'riticism of Dr. Pelcovits's Surplus Analysis is Unsound and
Predicated on Theiir Misconstruction of the Statutory Factors.

501. In addition to SoundExchange',s many benchmark analyses, Dr. Pelcovits also

performed a bottom-up analysis of v hat an SDARS would be expected to pay for music content

based on the SDARS'osts and revenues. Pelcovits WDT at 14-33, SX Trial Ex, 68. In

conjunction with the benchmark analyses, this analysis provides highly useful information to the

Court, as it provides data directly about the SDARS and their own specific financial situation, in

comparison to a benchmark analysis,, which by its very nature derives a rate from an analogous

(but not the very same) market transaction. T'hu. the benchmark analyses and the surplus

analysis are two different ways to derive a rate that are highly corinpliementary. Pelcovits WDT

at 33, SX Trial Ex. 68.

502. Most of the SDARS'riticisms of the surplus model start from the same set of

faulty premises that infect their own affirmative case: that they have no money left to pay for

music, so there is no surplus; that the rate should be based on the SDARS'ituation in the past,

when they spent far more than. they earned because they were building up their business; and that

the Court should make it its business to use the sound recording rate to assure that the SDARS

recover their sunk costs. SDARS FOF Section VII.B. We address these criticisms in turn.
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503. First, the SDARS point out that there is no "surplus," in the sense that the SDARS

have accumulated deficits, so there is nothing left for the artists and the record companies to

share. SDARS FOF at $ 951. SoundExchange have addressed the SDARS'aulty reliance on

their accumulated deficits elsewhere. See supra. If they were right to rely on it here and in so

many other places in their findings, there would be no reason for the Court to engage in any

analysis at all; it could simply set the rate at zero and move on. But artists and record companies

should not be forced to give away their service because the SDARS are building a business. And

Dr. Noll's insistence to the contrary notwithstanding, SDARS FOF at tI 973, artists and record

companies should not be rewarded with only what is left over after the SDARS have paid for all

of their other content.

504. As Dr. Pelcovits explained, the surplus he analyzes is based on the amount of

they are taking in to invest in the future. Pelcovits WDT at 14-15, SX Trial Ex. 68. This makes

sense because the record companies are not co-owners of the SDARS, and do not take on the

risks of failure, or the possible benefits of success, that the SDARS and their investors take on.

The proof that Dr. Pelcovits'ethod is right in concept is that the SDARS have entered into a

great many other deals for content, and none of them are at a zero or "near-zero" level on the

theory that the SDARS have an accumulated deficit. To the contrary, one of the ways they are

building for the future, and one of the reasons they have generated a deficit, is that they are

signing up content that attracts listeners. In this respect, music is no different than any other

content, except that it is more valuable.

505. The SDARS also complain that the 2012 data that Dr. Pelcovits relied upon in

modeling the SDARS at a time when they are not taking in far more than they are collecting is
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"inherently unreliable." SDARS FOF at 1'55-966. But the data upon which Dr. Pelcovits

relied (derived from Mr. Butson's consensus models submiltted in the rebuttal round of the case)

is more conservative than the data that the SDARS themselves acknowledge they rel'y on, and is

the same data that analysts ]provide to investors who invest billions of dollars based on these

data, which are ultimately provided by t]he SDARS themselves to,the investment community for

just this purpose. SX FOF at $($ 1093-1097.

506, It is true that Dr. Pelcovits used 2012 because it was the year within the rate term

at which the SDARS were most like a mature business that was not spending on the fuhue more

than it was taking in in the present. SDARS FOF at $ 963-964. And it is true that more reagent

projections available in the Summer of 2007 made clear that by 2012 the SDARS were not going

to be fully mature — they would still be making increasing amounts of profits in the years edter

2012 by the SDARS own estimates. Id. But this makes Dz. Pelcovits'se of the 2012 data even

more conservative — had he used data from 2020, at a time when the SDARS were far closer to

an actual steady state, the surplus would have been substantially larger. On this point, the only

thing that has an "Alice-in-Wonderland character," SDARS FOF at ft 965, is theSDARS'riticism

of Dr. Pelcovits, which is that for all purposes 'except paying artists and record

companies the world should treat the, SDARS as growing businesses investing in their futures,

which are increasingly rosy. For the artists and record companies, however, only the past

matters, and the SDARS have spent all of their money and more and have nothing left to pay the

artists and record companies that make the:ir service possibile.24

24 The SDARS claim that Dr. Pelcovits consider]ed 6nlly the )earl 2012 in his analys:is.
SDARS FOF at $ 966, That claim is false. He also provided analysis that established that thei

SDARS received a full return over all of the years of the rate term. The~ claim that he did not
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507. The SDARS claim that Dr. Pelcovits did not take account of sunk costs. SDARS

FOF at tttt 968-969. But as Dr. Pelcovits explained, his analysis properly considered "what it

takes to run the business on an ongoing basis." 7/9/07 Tr. 210:13-14 (Pelcovits). What is

relevant are forward-looking capital costs — the costs it will take to make the investments

necessary to operate the business on a going-forward basis. 7/9/07 Tr. 212:9-13 (Pelcovits). Dr.

Pelcovits calculated that each SDARS would spend in excess of $225 million a year on such

costs. Pelcovits WRT at 38, SX Trial Ex. 124. He did not ignore these costs, and he explained

in detail how he derived them. Pelcovits WDT at 17-21, SX Trial Ex. 68.

508. Dr. Noll criticizes Dr. Pelcovits for understating those forward-looking costs,

SDARS FOF at )tt 970-981, but it is Dr. Noll's analysis, not Dr. Pelcovits's, that is faulty. Thus

Dr. Noll takes Dr. Pelcovits to task for using financial data from the SDARS'ooks as recorded

under generally accepted accounting principles. According to Dr. Noll, the accounting rules (and

the SDARS own books) misstate the value of the SDARS business, because some expenses that

accounting rules do not treat as capital expenses accrue to the benefit of the SDARS in future

years, and should really be 'capitalized.'DARS FOF at tI 971. One example Dr. Noll gives is

the legal fees necessary for the SDARS to obtain their FCC licenses in the 1990s, id. at $ 971;

another is the cash losses accrued since their inception, id. at $ 972.

509. But this is just an overly-complicated way of saying again that the record

industry should be taxed to recover the SDARS'unk costs, including all of their accumulated

deficits. If Dr. Noll believes that the SDARS have not properly characterized their capital

"present any such analysis to the Court," id. at tt 966, is false as well. That analysis is presented
at Pelcovits WDT at 32, SX Trial Ex. 68, and is described in detail at Pelcovits WDT App. IV.
He repeated the same analysis with the updated rebuttal financial data. See Pelcovits WRT at 39,
SX Trial Ex. 124.
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expenses on their books, or that accounting rules do not ~allow them to do so, he should take that

up with the SDARS or with the SEC„ It is not a criticisrin oif Dir. Pelcovits or his method of

calculating capital costs.

510. The SDARS apped to believe that it is helpful for them to argue that any royalty

that does not allow the SDARS to recover what they call their "correctly" calculated forward

looking costs "will put the 'SDARS operators out of busIiness," Noll WRT at 36, SDARS Trial

Ex. 72, and that the "right" way to look at forward-looking costs establishes that the SDAR'.S will

be $2.2 billion short of remaining in business even if the rate is set at zero. SDARS FOF at

tt 980 4 App C. But all this shows Iis that there is something very wrong with what the SDARS

believe to be the "right" way to calculate capital costs. Perhaps it is the case that the generally

accepted accounting principles adopted by Dr. Pelcovits have more to recommend them than Dr. ~

Noll's radical revisions of what constitutes a capital cost.

511. The SDARS'ttack on the Shapley dividiorl oflth6 suglfIs is every bit as wrong-

headed as their attack on the surplus itself. Their principal attack on the Shapley division lis

conceptual. According to Dr. Noll, who cites nobody and refers to nothing other than himselfi, a

non-cooperative model would have been a better model for dividing the surplus than a

cooperative model. SDAR.S FOF at $ 982-983, 985-'993. But Dr. Pklcdvits — who in contrast

cited authority in support (Pelcovits WDT at 23-24, SX TrIial Ex. 68') — established to the

contrary that the Shapley rnoclel was a f'ar better fit because it adopted fairness principles closely

associated with the second statutory factor and has been used in the past for dividing surplus in a

contractual bargaining setting to identify market prices. Pelcovits %'DT at 21-24, SX Trial Ex.
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512. Many of Dr. Noll's other criticisms are simply that the Shapley model is a model

— it is not how surplus is allocated in the real world, its assumptions about the random nature of

the order in which parties add value to the "game" is counterfactual and "ignores reality," and

Dr. Pelcovits employed stylized assumptions in his construction of the model. E.g. SDARS FOF

at $$ 984-1004; $ 1013-1019 (treating as a given all costs except content costs). But models by

their very nature are abstractions, and Dr. Noll does not in the end dispute that a game theory

model is the most appropriate way to divide the surplus in this case. Nor could he. The SDARS

themselves, in their merger advocacy, rely on the very same type of model — derived from the

Nash bargaining solution — the very same purpose for which Dr. Pelcovits uses game theory

models here. SX Trial Ex. 106 at Appendix A, App. B.

513. Thus, for example, the SDARS correctly observe that "of course, in the real

O world, even if the sound recording performance fee were determined in a cooperative manner,

the order would notberandom." SDARS FOF at tt 989. As the SDARS wouldhave it, the

artists and record companies come last and are only entitled to whatever surplus is left after the

SDARS have fully compensated not only their own shareholders, but also all other content

providers. In that world, as the SDARS incessantly repeat, there is simply nothing left for the

artists and record companies.

514. But Dr. Pelcovits explained that that way of dividing the surplus is not fair, and

neither does it replicate market outcomes — Howard Stern, the NFL, and Major League Baseball

did not take "near zero" rates because "the SDARS came first, and made all of the necessary

investments necessary to operate their services." SDARS FOF at It 989. See Pelcovits WDT at

15-16, SX Trial Ex. 68.
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515. Dr. Noll acknowledges that fairness is one of the principal axioms: used in the i

Shapley model, but he proposes a different. standard of fairness — "income distribution." Nolll

WRT at 82, SDARS Trial Ex. 72; SDARS FOF at g 994 8h n.36; 998. In other words, because

the record companies are, in Dr. Noll's counterfactual assumption, rich, and because the SDARS.

have an accumulated deficit, it is fair that the royalty. be "nearizeiIo."i This is not a criticism of

the Shapley model or ofDr. Pelcovits; it is just another liteijatibn bf the SDARS'heme that they're
entitled to a hand-out.

516. In the same way, the claim that Dr, Pelcovits failed to include sunk costs among

the costs he used in calculating his surplus, SDARS FOF at g 1001-1004, is not a criticism of

Shapley, but simply a repetition of the identical groundless argument they made concerning the'ay
in which Dr. Pelcovits generated the surplus. See supra Section VII.C.2.

517. AAer criticizing Dr. Pelcovits for relying on a model that by its very nature i

involves assumptions, the SDARS inconsistently make highly. abstract challenges to: what are.

very concrete and realistic assumptions in the model. Thus, the SDARS object to Dr. Pelcovits's

assumption that the SDARS need a blanket license for at least 75P/0 of recorded music to operate,

successfully. SDARS FOF at $$ 1005-1010. But after hll 6f tlheit complaining that the 'model is

too abstract, they do not actually challenge the factual basis of this assumption, which is sound.

Pelcovits WDT at 27, SX Trial Ex. 68. And the reason'Dr.'elcovits makes "no such assumption

regarding other content," SDARS FOF at $ 1009, is that it is not in fact that case. that the

SDARS need any minimum amount of other content in. order to survive. To acknowledge the

importance of music to the SDARS is not to "rig/" the. Shapley model,. id., but simply construct;

it to reflect reality.
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518. In the same way, the SDARS claim that Dr. Pelcovits should have factored in the

opportunity costs of other content providers. SDARS FOF at $'tj 1020-1021. But as the SDARS

elsewhere acknowledge, opportunity costs create a floor that is the minimum amount a content

provider would demand to be paid. Noll WRT at 27, SDARS Trial Ex. 72. And the SDARS

never suggest that the amounts allocated to content providers under the Shapley model are in fact

below that opportunity cost floor, SDARS FOF at g 1020-1021, and Dr. Pelcovits testified that,

with the exception of Howard Stern, "[m]ost of the other content in my opinion would have very

[little] opportunity costs in the sense that this is not replacing other forms of broadcast," 7/9/07

Tr. 230:8-12 (Pelcovits).

519. In sum, the surplus analysis provides the Court useful information to be taken in

conjunction with the benchmark analyses. None of the SDARS'cattershot attacks on the

analysis prove otherwise.

VIII. THE SDARS'BJECTIONS TO SOUNDEXCHANGE'S PROPOSED TERMS
ARE UNFOUNDED.

520. Section 114(f)(1)(B) of the Copyright Act requires the Copyright Royalty Judges

to establish both rates and terms. As the CRJs have explained, "it is our obligation to adopt

royalty payment and distribution terms that are practical and efficient." Final Determination of

Rates and Terms, Docket No. 2005-1 CRB DTRA, 72 Fed. Reg. at 24102 (May 1, 2007). The

parties have exchanged proposals on stipulated terms and will continue to work toward an agreed

submission to the Court. In their proposed findings of fact, the SDARS take issue with several

of the terms proposed by SoundExchange. The SDARS'bjections are supported by neither the

record, nor common sense.
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A. Late Fees

1. Late Payments

521. The SDARS decry SoundExchange's proposed 1.5% fee for late payments as:

"extortionate." SDARS FOF at $ 1307. That is surprisilng]ly hhrsh ldngIiage given that 1.5% is

the late fee in the regulations currently governing the PSS serviceis, 37 C~.F!R. '$ 260.2(d), and in .

the regulations recently set by this Court for webcasters, 37 C.F.R. f 380.4(e); 72 Fed. Reg. at

24107. The SDARS have offered no valid reason why they deserve special and more favorable

treatment.

522. First, they claim that a late fee consistent with the other statutory services would

be horribly unjust because the SDARS pay on a timely basis. The SDARS'wn record evidencei

shows, however, that the SDARS have, in the past, been untimely with payments and have. been

assessed (and have paid) late fees. SDARS Trial Ex. 28 (noting five late payments &om Sirius);

SDARS Trial Ex. 29 (noting two late payments from XM); see also 6/19/07 Tr. 91: 1.0-12; 94:14-

16; 95:2-5 (Kessler). It does not matter if the SDARS typically are late only by a few days orna i

week. If they pay late, they should be subject to the standard 1.5% fee. And, of course, late fees.

will not impose any burden on the SDARS at all so long 6 they tjimhly ga) S6undExchange for

their use of sound recordings as they indignantly claim they always have (despite the evidence)

and always will.&& Kessler WRT at 2, SX Trial Ex. 127I.

5 The SDARS repeatedly insist that if all of SoundExchange's proposed late fees are .

added up, they total 54% per year. But the SDARS would:be subject to such a fee only if they
made no payments at all and filed no statements or account or reports ofuse for an en6re year.
Such blatantly unlawful behavior — which could only be intentional — hardly warrants sympathy
dictating a lower fee.
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523. Second, the SDARS claim that none of the market place agreements in the record

supports imposition of a 1.5% fee for late payments. Even if this were true, it would not be

surprising. In a negotiated license, a record company can simply terminate the license if the

licensee habitually pays late. In the context of a statutory license, however, termination is not an

option. Rather, as Ms. Kessler explained, late fees are the only remedy available to combat late

payments other than infringement actions. Kessler WRT at 2, SX Trial Ex. 127.

524. In any event, it is not true that none of the market place agreements in the record

supports imposition of a 1.5% fee for late payments. As this Court found in the webcasting

proceeding, marketplace agreements "establishing a range [of late fees] of 1.0% to 2.0%, with

the majority of the agreements containing the 1.5% figure." 72 Fed. Reg. at 24107. Agreements

in the record in this proceeding similarly establish that a late fee of 1.5% is well within the range

that parties agree to in the marketplace. SX FOF at Section IV.C. For example, EMI's standard

terms require licenses to pay late fees equal to [

.'. SDARS Trial Ex. 86 at SE-REB0025070 ($ 7.2) ([

]). The [ ] agreement for streaming requires

the licensee to late fees equal to [

]. Others are higher. See SDARS Trial Ex. 87 at SE-REB 0028157 ($ 7(e)) ([~~mg

525. The SDARS'laim that numerous license agreements in the record have no late

fee at all is deceptive. The SDARS cite mainly to amendments to prior agreements (which

themselves had late fee provisions which remain operative) or to so-called "short-form"

agreements that reflect a basic agreement as to royalty rates with agreement on terms to be

followed upon execution of a "definitive agreement." SDARS FOF at $ 1312; SDARS Ex. 256
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("short form" agreement and specigctdly referencing asiyet nntinished '!definitive agreement");::: ~
SDARS Ex. 257 (same); SDARS Ex. 258 (same); SDARS Ex.'253 (amendment to prior:

agreement not submitted by the SDARS); SDARS Ex. 254 (amendment to prior agreement not

submitted by the SDARS). That the bulk of the agreements cherry-picked by the SDARS do not.

express a specific late fee provision simply means that the applicable late fees:are expressed in a

past agreement (not submitted by the SDARS) or a subsequent, long-form "definitive":

agreement.

526. Removing those agreements &om the analysis, the record shows that [~l. of.the

major record companies routinely obtain late fee provisions between 1/o and 2% per. month, with

most at f

I), and ~ major record company generally requires late fees of between I

I. Given that SounIlE)chIuig) d)es~ not hgve 'the, po'Iver to,

terminate the license at issue here, the record fully supports the late fees sought by

SoundExchange.

2. Late Statements and Reports

527. The SDARS object with equal vigor to SoundExchange'.s proposed fee for latei

statements of account and reports ofuse. SDARS FOF. at '.P[ 1316-1324. Without a statenient of

account, SoundExchange cannot distribute a licensee's royalty payments, even if, fug payment

has been made. Late fees imposed where services fail to submit valid reports in a timely manners

would create a financial incentive for licensees to comply with regulations. SX Trial Ex. 56 at

29-30 (Designated Written Direct Testimony of Bame Kessler, 2005-1 CRB DNA). But. as this

Court observed in the webcasting proceeding when it adopted late fees for late statements of i

account, "timely submission of a statement of account is critical to the quick and ef5cient i
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distribution of royalties." Kessler WRT at 3, SX Trial Ex. 127 (quoting 72 Fed. Reg. at 24107-

08). There is nothing in the record in this proceeding that supports reaching a different

conclusion here. To the contrary, for the same reasons as Ms. Kessler testified with respect to

late payments, late fees of 1.5% on statements of account are appropriate. Kessler WRT at 3, SX

Trial Ex. 127.

528. Likewise, timely, accurate and complete reporting is essential to

SoundExchange's ability to distribute royalties. Kessler WRT at 3, SX Trial Ex. 127. The

evidence establishes that licensees routinely fail to submit timely or accurate reports of use.

6/19/07 Tr. 44: 15-45:6 (Kessler). Late fees on reports of use are necessary for the same reasons

this Court articulated with respect to statements of account. Late and inaccurate reports of use

can delay the distribution of royalties, and late fees are an appropriate incentive to ensure timely

submission. Kessler WRT at 3, SX Trial Ex. 127. And, once again, if, as the SDARS insist,

they will submit timely statements and reports, then one must wonder why their concern over the

proposed late fees is so pronounced.

B. Confidentiality

529. The SDARS object to SoundExchange's proposed confidentiality provisions — the

same provisions adopted by this Court in the webcasting proceeding — based on a misreading (or

at least an incomplete reading) of the record. They claim that SoundExchange supported its

proposal by assuming that the SDARS are not complying with their obligations. SDARS FOF at

$ 1327. In turn, they claim that the same confidentiality provisions applied to other services

should not be applied to them because they "largely" have been compliant with their obligations.

Id. There was more, however, to SoundExchange's argument, which the SDARS ignore and to

which they have no response.
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530. As Ms. Kessler explained, because the SoundExchange Board is composed

exclusively of copyright owners and performers, the confidentiality of statements ofaccount

impedes the SoundExchange Board's policy, budgetary .and operational.decisions. SX Trial Ex.

56 at 33 (Designated Written Direct Testimony of Barrie Kessler, 2005-1 CRB DTRA).

531. As she further explained, Licensor copyright owners and performers need td have I

access to the payment information in the statements of account in order to make informed,

decisions about how much in royalties a given service may owe., Id., at,31., Copyright owners

also request payment information from SoundExchange. for budget purposes. Id. They.want to

include estimates of incoming royalties in their revenue projections.. Id.. And they need this

information when they are negotiating collectively with licensees. Id.. The SDARS have no

response as to why these reasons do not justify the same confidentiality terms that the Court

found should apply in the webcasting context.

C. Reporting Requirements

532. The SDARS next object to having to iepbrt lperforinahceh for exisfing third-party

programming and for incidental, directly licensed or non-copyrighted performances.

533. With respect to third-party programming, the SDARS already have to report all

third-party programmed performances on their webcasting services. 37 C.F.R. Part 370. Thus,

their contention that it is not commercially reasonable to require the SDARS to report to

SoundExchange the same information they are reporting to other licensors rings hollow. If

instead, the SDARS are saying that they are not complying with their reporting obligations, for

their webcasting services, they have offered no evidence and have not even argued that the

information could not be readily obtained from the third-party programmer. In short, there is no:

reason to deny SoundExchange's request.

208

Public Vers.ion

530. As Ms. Kessler explaineci, because the SoundExchange Board is composed

exclusively of copyright owners and performers, the confidentiality of statements of account

impedes the SoundExchange Board's policy, budgetary and operational decisions. SX Trial Ex.

56 at 33 (Designated Written Direct Testimony of Barrie Kessler, 2005-1 CRB D'TRA).

531. As she further explained, Licensor copyright owners and performers need td have

access to the payment information in the statements of account in order to make informed

decisions about how much in royalties a given service may owe. Id., at,31. Copyright owners

also request payment information from SoundExchange for budget purposes. Id. They want to

include estimates of incoming royalties in their revenue projections. Id. And they need this

information when they are negotiating collectively with licensees. Id.. The SDARS have no

response as to why these reasons do not justify the same confidentiality terms that the Court

found should apply in the webcasting context.

C. Reporting Requirements

532. The SDARS next object to hav:ing to iepbrt lpe8forinah.ces for existing third-party

programming and for incidental, directly licensed or non-copyrighted performances.

533. With respect to third-party programming, the SDARS already have to report all

third-party programmed performances on their webcasting services. 37 C.F.R. Part 370. Thus,

their contention that it is not commercially reasonable to require the SDARS to report to

SoundExchange the same information they are reporting to other licensors rings hollow. If

instead, the SDARS are saying that they are not complying with their reporting obligations fop

their webcasting services, they have offered no evidence and have not even argued that the

information could not be readily obtained from the third-party programmer. In short, there is no

reason to deny SoundExchange's request.

208



Public Version

534. Similarly, other than lawyers'rguments, they have offered no record evidence

whatsoever why they should not be reasonably required to report all performances including

incidental, directly licensed or non-copyrighted performances. Such information can be

invaluable in assuring meaningful audits and minimizing the burden of such audits.

D. Third Party Records

535. Finally, the SDARS object to having to use commercially reasonable efforts to

obtain or provide access to relevant audit materials maintained by third parties. SDARS FOF at

'II 1335-36. The SDARS have not offered any reason why they could not obtain such materials

simply by asking their third party contacts. Id. Moreover, SoundExchange's proposal is only

that the SDARS use commercially reasonable efforts. Audits serve a critical function under the

statutory scheme. The SDARS have not begun to explain why they should not have to make

only reasonable efforts to enable those audits to be as thorough and accurate as possible.

IX. CONCLUSION

536. For the reasons set forth above and in SoundExchange's Reply Proposed

Conclusions of Law, as well as the reasons set forth in SoundExchange's initial Proposed

Findings of Fact and Conclusions of Law, this Court should adopt SoundExchange's proposed

Rates and Terms and reject the Rates and Terms offered by the SDARS.
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I. INTRODUCTION

1, The SDARS'roposed Conclusions of Law are remarkable in many respects, but

one overriding one: they turn copyright law (including the Copyright Clause, the relevant statutes

(the DPRA and DMCA), legislative history, and the $ 801(b) factors) on its head. Throughout

their Proposed Conclusions, the SDARS present a picture of the law that misinterprets and

misrepresents relevant case law, warps the legislative history of the DPRA and DMCA, and

misapplies the case law to the facts of this case. As a result — and not surprisingly — their legal

conclusions conflict not only with the objectives of the statutory scheme governing the

compulsory license for sound recordings, but also with a long line of precedent from the

Supreme Court, circuit courts, the Librarian of Congress, and the Copyright Royalty Tribunal

expounding upon the purposes of copyright law in general, the DPRA and DMCA, and the $

801(b)(1) factors.

2. The SDARS build their legal conclusions upon a fundamentally flawed premise

that the statutory license for performances of sound recordings embodies a congressional

mandate to encourage new technologies by allowing them to pay royalties at zero or near zero

rates for the use of the sound recordings that form the foundation of their service. See, e.g.,

SDARS COL at tI'It 135, 141 (arguing the rate must be set to "avoid undermining the incentive to

invest in innovative technologies"). Based on this misguided view of the law — a view that is in

no way supported by the Copyright Act, legislative history or the case law interpreting the

statutory objectives — the SDARS reach the wholly untenable conclusion that the record

companies and artists should receive virtually nothing so that the SDARS can pay huge sums of

money to the likes of Howard Stern and Martha Stewart, can pay subsidies to automotive and
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retail partners, and can make certain that every investor in the company since its inception

receives a competitive return on investment. On a very Ibadic level, their conclusions are that

paying the record companies and artists near nothing will encourage the creation
and dissemination of more sound recordings;

a rate of "near zero" provides afair return te the record industry which provides
to the SDARS their most valuable content, when Howard St'em gets [ ]
million,& Major League Baseball gets [ ] million, National Football League
gets [~] million, Fox News gets [ ] rIiil(onI OSCAR gets;') J'illion,Oprah gets [~ million, and even Howard Stern's'manager'gets
[ I million in licensing fees, SX FOF at )l240; i

paying record companies and artists next to nothing adequately reflects the
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SoundExchange's position. As discussed in more detail below, the SDARS'laim that.

SoundExchange has argued that the four statutory factors require the setting of a market rate is

incorrect. Rather, SoundExchange's view — consistent twi4 tlie ihteQrhtation of 'the' 801(b).

factors by prior tribunals — is that the Court should begin by ascertaining the marketplace rate

'n SoundExchange's Findings of Fact, it inadvertently'xcluded from the. total oash licensing
fees for Stern the [ ] million signing bonus that Ho+a['d gteg and his manager collectively
received; thus, the cash payment number used in the. findings of fact: — [ 1 million — should
actually have been the more accurate [ ] million. See SX FOF p.73. & $$ 1128, 1130. This
figure does not include any of the [

] to which Sterile arid his manager are entitled
pursuant to the terms of the deal. Once these terms are lfactor0d ih, the total value of the deal is i

actually [ ] million. SX FOF at $ 578 & n.24.
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through benchmarks or other marketplace analogies and then must adjust that rate consistent

with the statutory factors, ultimately reaching a rate that may or may not be a marketplace rate.

SX COL Section II. Consistent with that approach, SoundExchange has submitted a rate

proposal that begins well below its marketplace benchmarks, increasing as a percentage of the

SDARS revenue (whether expressed as a percentage of revenue or a per broadcast per customer

rate) as the SDARS grow, face rapidly declining risks, and have a greater ability to pay.

4. As discussed in more detail below, and in contrast to the SDARS'roposed

Conclusions of Law, SoundExchange's presentation of the law is consistent with the cases that

have interpreted the DPRA, the DMCA and the $ 801(b) factors. Among other things,

SoundExchange's proposed conclusions of law make clear that:

consistent with numerous Supreme Court copyright decisions and all prior
decisions applying the $ 801(b) factors, it is compensation to those who create
copyrighted works that drives both their creation and dissemination;

a fair return to the copyright owner and a fair income to the copyright user can
best be assessed by looking to marketplace analogies or benchmarks, as each of
the prior tribunals has held;

the risks, costs, and investment of copyright owners and performers, as well as the
SDARS, must be evaluated based on all of their investments and risks, not simplythe "incremental" ones, and can only be assessed by considering the expected
return on those investments over the long-term;

whether a royalty rate has a disruptive impact can only be evaluated based on the
long-term impact of the rate on the viability of the companies at issue here; claims
that past investors (going back more than a decade) may be disappointed, or that
the rate should be manipulated so that the SDARS achieve a specified financial
result by 2012 or some other arbitrarily set date have no place here;

with respect to each of the statutory factors, although they do not compel
marketplace rates, nonetheless marketplace rates provide a useful measure againstwhich any assessment of a "reasonable rate" should be judged.

5. Ultimately, the parties present to the Court a stark choice as to what is a
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SDARS'iew, a "reasonable rate" is one in which billion dollar companies such as the BDARS, ~

whose customers will enjoy something in the order of 2 trillion sound recordings over the rate

term, will expend zero or near zero on sound recordings', even'though the SDARS have expended

and continue to expend hundreds of millions of dollars each year for non-music content that, by

every measure, is less valuable to their service than sold kechrdilngs, and even though the

SDARS'ompetitors pay significant percentages of their revenues for the sound recordings that,

they exploit. In SoundExchange's view, a "reasonable rate" consistent with the evidence in this

proceeding and the $ 801(b) factors is one that begins well below a marketplace rate, but

increases over time as the SDARS'evenues continue to increase, ultimately reaching a: rate that

is closer to, but still below, the marketplace benchmarks presented by SoundExchange's

economists.

II THE OBJECTIVES OF COPYRIGHT LAW'SUPPORT COMPENSATIOÃ 'FO

COPYRIGHT OWNERS AND PERFORMERS) NOTI NEAR ZERO RATES TO,
THOSE WHO VSE CREATIVE WORKS

6. The SDARS devote several pages of their chnclusions of law to di'scu'ssing the

purposes underlying copyright law, and they regularly reference those purposes throughout their I

conclusions. See SDARS COI. at g 1-14, 27-39, 61-64, 119-121, 149. Their. recitation can best.

be described as reading copyright law in a world where 'everything is opposite what it should be.,'he
lengths to which the SDARS go to upend copyright law are so striking that they must be

taken as a reflection of the weakness of their factual case: unless copyright. law means the exact

opposite ofwhat it does, the SDARS cannot justify the near zero rates that they propose.

7. SoundExchange agrees with the SpARS, that the objectives advanced by

copyright law are public ones. Those objectives, however, are not advanced, as the SDARS

suggest, by giving those who use creative works the lowest possible royalty rate. See, e.g,
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SDARS COL at $ 69 (arguing that "the availability of works to the public will be maximized if

rates are as low as possible"). Rather, the core public purposes of copyright law are advanced

primarily, if not exclusively, by ensuring adequate compensation to authors and copyright

owners for their labors. That is clear from the text of the Copyright Clause itself, which notes

that, not only is its purpose to "promote the Progress of Science and useful Arts," U.S. Const.

Art. I, $ 8, cl. 8, but the means by which this purpose is advanced is by "securing for limited

Times to Authors and Inventors the exclusive Right to their respective Writings and

Discoveries." Id.

8. Thus, the Supreme Court has repeatedly held that providing protection for

creative works and ensuring compensation to authors is the means by which this public purpose

is advanced. See infra, Section V.A.1; Sony Corp. ofAmerica v. Universal City Studios, 464

U.S. 417, 429 (1984) ("'[R]eward to the author or artist serves to induce release to the public of

the products of his creative genius.'") (quoting United States v. Paramount Pictures, 334 U.S.

131, 158 (1948)). Indeed, the Supreme Court has made clear that compensating authors does not

merely induce creation of copyrighted works, but it also best promotes their "availability."

Twentieth Century Music v. Aiken, 422 U.S. 151, 156 (1975) (compensating authors "serve[s] the

cause of promoting broad public availability of literature, music, and the other arts").

9. Nothing in the Constitution or the Copyright Act suggests that an objective of

copyright law is to ensure low cost use of creative works. Indeed, such an objective is the

antithesis of the Copyright Clause and the statutes at issue here. As a federal court held in

interpreting Section 114, the very statutory provision at issue here,

copyright law is an issue which the framers of the Constitution thought important
enough to address in the document which sets out the framework of our legal
system. See U.S. Const. art. I, $ 8 cl. 8. The importance of guaranteeing secure
copyrights has been with this nation since its earliest years. The seriousness with
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which courts should approach any weakening of copyright protections stems &om
the fact that copyright law is not "a tax on creativity," as Ii.ord Macaulay once
branded it, Thomas B. Macaulay, Speech before'he House of Commons (Feb. 5,
1841) in VIII THE WORKS OF LORD MACAULAY. 195, 201. (Trevelyan, ed.
1879), but a complex system designed to benefit not just the holders of copyrights
but society as a whole. See Jane C. Ginsburg, Authors and Users in Copyright, 45,
J. Copyright Soc'y U.S.A. 1 (1997), at 4-5. "Copyright is a law about creativity; it i

is not, and should not become, merely a law for Ithel fadiliktihn Of c'onsumption."
Id.

Bonneville Intern. Corp. v. Peters, 153 F.Supp.2d 763, 785 (E.D.Pa. 2001), ag'd, 347 F.3d 485

(3d Cir. 2003).

10. The SDARS attempt to revise the purpose of copyright law by arguing that

"dissemination" — as distinct from creation — is a purpose of copyright law and that the only

dissemination of relevance is exploitation of creative works by them, not the dissemination by

the authors themselves (or even all of the numerous other channels of distribution licensed by

authors). They therefore contend that dissemination requires low rates for'them. 'OARS COL

at $ 69. However, this contention turns copyright law on its head. As the cases make cleaf,

copyright law is concerned with securing investments necessary to create copyrighted works and',

give them commercial life. Typically it is authors who make those investments. Consequently,

the Supreme Court has repeatedly held that compensation to authors encourages both creation

and dissemination, and that inadequate compensation to authors will ensure that neither occurs -i

to the detriment of the public. Eldred v. Ashcroft, 537 U.S. 186, Q06-07 (2002). Elevating the

interests of a small class ofusers who seek to distribute the creative works of others over the,

interests of the creators themselves will result in less creation land less disseminatiori. Barper' i

Row Publishers, Inc. v. Nation Enterprises, 471 U.S. 539, 559 (1985) (explaining that the impact

of expanding rights of copyright users will mean that "the public, [soon] would have; nothing

worth reading.") (internal quotation marks and citations omitted),. The objectives of, creating .
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copyrighted works and disseminating them are both advanced in this proceeding primarily by

ensuring adequate compensation to the record companies and artists.

11. There is thus no basis in the Constitution or the Copyright Act to conclude that

the goals underlying copyright law will best be advanced by a zero or near zero rate here. Not

surprisingly, in proceedings under the $ 801(b) factors, the Librarian (citing the Supreme Court)

has held that, although the benefit of copyright is a public one, the goal of fostering creation and

dissemination of creative works is achieved "by allowing the copyright owners to receive a fair

return for their labor." Determination ofReasonable Rates and Termsfor the Digital

Performance ofSound Recordings ("PES I"), 63 Fed. Reg. 25394, 25406 (May 8, 1998) (citing

and quoting Twentieth Century Music v. Aiken, 422 U.S. 151, 156 (1975) ("The immediate effect

of our copyright law is to secure a fair return for an 'author''reative labor. But the ultimate

aim is, by this incentive, to stimulate artistic creativity for the general public good.'")).

Similarly, the CRT found in the 1981 mechanicals proceeding that encouraging the creation and

dissemination of musical compositions required a royalty rate that would "afford songwriters a

financial and not merely a psychic reward for their creative efforts." Adjustment ofRoyalty

Payable Under Compulsory License for Making and Distributing Phonorecords; Rates and

Adjustment ofRates ("Phonorecords"), 46 Fed. Reg. 10466, 10479 (Feb. 3, 1981). See also PES

I, 63 Fed. Reg. at 25406 (discussing same).

III. THK PURPOSE OF THE DPRA AND THK DMCA WAS TO ENSURE
COMPENSATION TO COPYRIGHT OWNERS AND PERFORMERS, NOT TO
PROMOTE THK DEVELOPMENT OF NKW TECHNOLOGIES THROUGH
LOW RATES

12. The SDARS assert that "[v]aluing the statutory license at issue in this proceeding

must be done with an eye toward Congress'bjectives" in creating the statutory right. SDARS

COL at II 15. But they turn Congress'bjectives on their head, and contort the statutory factors
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to fit a vision of the objectives of the copyright law that'has no ba'sis 'in Congress'bjectives.

This argument infects their discussion of each of the.statutory factors. See, e.g., SDARS COL at

$$ 64, 119-121.

13. To the extent that the Court takes into consideration the objectives'behind the

DPRA and DMCA when analyzing the statutory factors, those objectives counsel a higher, rather

than lower, rate in this proceeding, because Congress'aramount~ objective in enacting the i

DPRA and the DMCA was to protect the interests of sound recording copyright owners:and

performers whose livelihood was threatened by new technologies~. Nothing in'the DMCA Or ~

DPRA suggests that Congress desired a zero or near zero rate to 5e set for the SDARS, or any

other statutory licensee. Moreover, it is ludicrous for the SDARS to argue here that Congress

sought to encourage new technologies through the establishment of zero or near zero rates'ecauseCongress clearly chose the willing-buyer/willing-seller standard for all new

technologies.

A. The Purpose of the DPRA and DMCA Was to Protect the Livelihoods of
Copyright Owners and Performers Which Were Threatened by New
Technologies, Such as the SDARS.

14. The legislative history of the DPRA and the'DMCA could not be more clear: the

purpose of the DPRA and DMCA was to ensure adequate compensation to copyright owners and

performers whose works were being exploited in new ways and whose livelihoods were

threatened by new technologies disseminating sound recordings in digital form — such as tile I

SDARS. The first section of the House Report that underlies tihe DPRA, entitled "Purpose and

Summary," explains:

The purpose of [the DPRA] is to ensure that performing aijtisis, iecord companies
and others whose livelihood depends upon effective copyright protection for
sound recordings, will be protected as new technologies affect the ways in which
their creative works are used. [The DPRA] does thi's by granting a limited right to
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copyright owners of sound recordings which are publicly performed by means of
a digital transmission.

H.R. Rep. 104-274, at 10 (1995). Virtually identical language appears in the "purpose" section

of the Senate Report. S. Rep. 104-128, at 10 (1995), as reprinted in 1995 U.S.C.C.A.N. 356.

Nowhere in its discussion of the statutory purpose does Congress suggest that its goal in enacting

the DPRA was to encourage new technologies by setting low rates for their exploitation of the

labor, creative efforts, and financial investment of copyright owners and performers.

15. Moreover, this clear purpose is reiterated throughout the legislative history of the

DPRA, as Congress repeatedly explained that it was creating the performance right because

services such as the SDARS posed a danger to the livelihood of copyright owners and

performers and thereby would threaten the availability of creative works to the public:

in the absence of appropriate copyright protection in the digital environment, the
creation of new sound recordings and musical works could be discouraged,
ultimately denying the public some of the potential benefits of the new digital
transmission technologies. Current copyright law is inadequate to address all of
the issues raised by these new technologies dealing with the digital transmission
of sound recordings and musical works and, thus, to protect the livelihoods of the
recording artists, songwriters, record companies, music publishers and others who
depend upon revenues derived from traditional record sales.

H.R. Rep. 104-274, at 13. Once again, the Senate Report echoes the House Report on this point.

S. Rep. 104-128, at 14.

16. Senator Feinstein, a co-sponsor of the DPRA, similarly stated upon the occasion

of its passage;

Why should the digital transmission businesses be making money by selling
music when they are not paying the creators who have produced that music?

If this should occur without copyright protection, investment in recorded music
will decline, as performers and record companies produce recordings which are
widely distributed without compensation to them. This would result in the
decline of what presently constitutes one of America's most important, productive
and competitive industries.

Public Version

copyright owners of sound recordings which are publicly performed by means of
a digital transmission.

H.R. Rep. 104-274, at 10 (1995). Virtually identical language appears in the "purpose" section

of the Senate Report. S. Rep. 104-128, at 10 (1995), as reprinted in 1995 U.S.C.C.A.N. 356.

Nowhere in its discussion of the statutory purpose does Congress suggest that its goal in enacting

the DPRA was to encourage new technologies by setting low rates for their exploitation of the

labor, creative efforts, and financial investment of copyright owners and performers.

15. Moreover, this clear purpose is reiterated throughout the legislative history of the

DPRA, as Congress repeatedly explained that it was creating the performance right because

services such as the SDARS posed a danger to the livelihood of copyright owners and

performers and thereby would threaten the availability of creative works to the public:

in the absence of appropriate copyright protection in the digital environment, the
creation of new sound recordings and musical works could be discouraged,
ultimately denying the public some of the potential benefits of the new digital
transmission technologies. Current copyright law is inadequate to address all of
the issues raised by these new technologies dealing with the digital transmission
of sound recordings and musical works and, thus, to protect the livelihoods of the
recording artists, songwriters, record companies, music publishers and others who
depend upon revenues derived from traditional record sales.

H.R. Rep. 104-274, at 13. Once again, the Senate Report echoes the House Report on this point.

S. Rep. 104-128, at 14.

16. Senator Feinstein, a co-sponsor of the DPRA, similarly stated upon the occasion

of its passage;

Why should the digital transmission businesses be making money by selling
music when they are not paying the creators who have produced that music?

If this should occur without copyright protection, investment in recorded music
will decline, as performers and record companies produce recordings which are
widely distributed without compensation to them. This would result in the
decline of what presently constitutes one of America's most important, productive
and competitive industries.



Public Version

141 Cong. Rec. S11,945-04, 11,960 (daily ed. Ang. g, 1995) (statement of Sen. Feinsteini.,'7.

In enacting legislation to advance these purposes, Congress was reflecting the 'ongstandingconcern of the Copyright Office that

[t]echnological changes have occurred that facilitate transmission of sound
recordings to huge audiences. Satellite and digital technologies make possible the,
celestial jukebox, music on demand, and pay-.per-listen services.... Sound .

recording authors and proprietors are harmed by the lack of a performance right in'heirworks.

S. Rep. 104-128, at 11-12 (quoting comments of the Register).

18. In the DMCA, Congress reiterated that i'iirpbsel was t6 pr'otect copyright I

owners and performers and to create a fair and efficient ilicensing isystem. As explained, in the,

Conference Report, the modifications to the compulsory license were

intended to achieve two purposes: first, to further a 'stated objective ofCongress:
when it passed the Digital Performance Right in~ Sound Recordings Aot of 1995.
("DPRA") to ensure that recording artists and record companies, will be protected
as new technologies affect the ways in which their creative works are used; and
second, to create fair and efficient licensing mechanisms that address the complex .

issues facing copyright owners and copyright users,'as a result of the rapid growth
of digital audio services.

H.R. Conf. Rep. 105-769 at 79-80, as reprinted in 1998'U.S.C.C.A.N. 639.

19. In sum, Congress enacted the DPRA and the DMCA because new technologies,

such as digitally transmitted subscription programming 'deliveiedl vih satellite,:'threatened the .

livelihood of copyright owners and performers. In interpreting 17 U.S.C. $ 114, one federal

court explained that

[t]he motivating force behind Congress'reatioiIi oft'i&ithd Pub1ic

performance right was the desire to protect record companies and recording artists
&om a reduction of record sales threatened by technological developments,
specifically interactive and subscription services made, possible by the.emergence
of digital audio services capable of delivering hiigh~quality transmissions of sound
recordings.

Bonneville Intern. Corp., 153 F.Supp.2d at 767.
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20. It is against this backdrop — expressed concern with the record companies'nd

artists'livelihood[s]" and recognition that new technologies "might adversely affect sales of

sound recordings and erode copyright owners'bility to control and be paid for use of their

work" — that the compulsory license for digital audio transmissions of sound recordings

developed. S. Rep. 104-128 at 14-15. And it is against this same backdrop that this Court will

determine the "reasonable" royalty rate in this proceeding.

B. The SDARS'epeated Claim that the Statutory Factors Must Be Interpreted
to Encourage the Development of New Technologies Is False.

21. Repeatedly throughout their findings, the SDARS argue that the legislative

history of the DPRA and the DMCA requires that the Court set a rate that encourages new

technologies. SDARS COL at $'It 11, 30, 39, 64. This claim undergirds all of the SDARS'egal

arguments and in particular much of Dr. Noll's analysis, including his claim that the first factor

requires a zero or near zero royalty rate to encourage investment in new modes of distribution,

and his claim that the second factor requires a zero or near zero rate because only such a rate will

ensure that all past investors in the SDARS earn a competitive return and thereby encourage

investors in future technology. SDARS COL at tt 64, 135-36, 147. That argument fails on

multiple grounds.

22. First, the SDARS'ntire argument is based on plucking a single paragraph out of

an extensive legislative history and ignoring all of the rest, which we have set out above.

SDARS COL at 1'1, 30, 64. But even the SDARS quoted paragraph is misleadingly taken out

of context. The language repeatedly quoted by the SDARS concerning the potential of new

technologies is immediately followed by a statement that Congress has concluded that only

2 "These new digital transmission technologies may permit consumers to enjoy performances of
a broader range of higher-quality recordings than has ever before been possible. These new
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through copyright protection will the public receive any potential benefits at all from these

technologies:

However, in the absence of appropriate copyright protection in the digital
environment, the creation of new sound recordings and musical works could be
discouraged, ultimately denying the public some ofi the potential~ benefits of the
new digital transmission technologies. Current copyright law is inadequate to
address all of the issues raised by these new technologies dealing with the digital
transmission of sound recordings and musical works and, thus, to protect the
livelihoods of the recording artists, songwriters, record companies, music
publishers and others who depend upon revenues derived from traditional: record
sales.

H.R. Rep. 104-274, at 13. See also S. Rep. 104-128 at 14 (same). Thus, even the isolated

snippet of legislative history discussed by the SDARS demonstrates that Congress'rimary

purpose was to provide copyright owners with protection — not to incentivize new teclmologies

exploiting copyrights,

23. Second, the SDARS'laimed policy objective.— setting rates at low levels to

encourage new digital technologies — appears nowhere ~n the statutory text or the legislative

history of the DPRA or the DMCA or even the 1976 Copyright Act (when.the $ 801(b) factors

were originally enacted). To be sure, Congress expressed the view that it did not want to l

"hamper[] the arrival ofnew technologies," H.R. Rep. 104~274, at 14, but it achieved that

objective by creating a statutory license (thereby removling th0 trWshctibn costs ofnegotiating

with thousands of copyright owners and performers) and establishing a fair and efficient system,

for resolving the licensing disputes, i.e., the former CARP.process and now proceedings before

this Court. Congress did not, as the SDARS repeatedly. suggest, place an additional thumb on

the scales of the statutory factors by suggesting that low rates are required to promote new

technologies also may lead to new systems for the electronic distribution ofphonorecords with
the authorization of the affected copyright owners. Such systems. could.increase the selection of
recordings available to consumers, and make it more convenient for consumers to acquire;
authorized phonorecords." H. Rep. 104-274, at 12. See also S. Rep. 104-128 at 14 (same).
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technologies. Rather, Congress directed the Court to apply the statutory factors, as written, to

digital music services without any bias toward "high" or "low" rates, other than those consistent

with the statutory factors.&

24. Third, the policy objective advanced by the SDARS, even if could be found in the

legislative history or the text of the statute, has no relevance to this proceeding. Nothing that the

Court can do by interpreting the statutory factors will provide "incentive[s] to invest in

innovative technologies" that the SDARS claim "section 801(b)(1) was designed to protect."

SDARS COL at tt 135. The $ 801(b)(1) factors have been superseded and continue to apply to

digital audio transmissions by only 5 (now 4) business entities making transmissions in very

specific ways. There can be no other SDARS and no other PSS services, and the $ 801(b)(1)

factors will be applied to no other types of services or technologies making digital audio

transmission.

25. Congress did not grandfather the statutory conditions applicable to the SDARS

because it wanted to encourage new technologies. To the contrary, that grandfathering is a

protection of old technologies, As the SDARS concede and Congress made clear, the Congress

grandfathered the SDARS because they had previously sought to enter the market under a

specific set of conditions, and Congress wanted to preserve the same conditions and benefits

when it amended the statute. H.R, Conf, Rep. 105-796 at 81 (1998). The decision to grandfather

the SDARS was decidedly not to encourage others to enter the market based on some unspoken

reliance interest that low rates would apply.

3 As the Librarian indicated in the PES I decision, the interest in not hampering the technology
upon which the SDARS heavily rely is fully addressed in the $ 801(b) factors by the fourth
statutory factor, which requires the Court to consider whether a royalty rate will drive the
SDARS'ut of the business ofproviding digital music services. PES I, 63 Fed. Reg. at 25408.
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26. Indeed, to the extent that Congress could be understood to be encouraging new

technologies under the DPRA ancl DMCA, it is clear that Congre&s must have concluded that

marketplace rates under the willing buyer-willing seller would encourage new technologies,

because it is that rate standard — and not the g 801(b) standard — that Congress established to

govern every other tech&zology making digital audio transmissions. 17 LJ.S.C. $ 114(f)(2)(C)

(applying willing buyer-willing seller standard to new types of subscription services). This

decision necessarily reflects both a decision by Congress that marketplace rates can be

reasonable rates and that to the extent Congress sought to encourage the development of new

technologies in the DPRA and DMCA, it believed marketp1ace rate would achieve that objective.

27. Setting a "low rate" here will not encourage the development of any technology

or encourage new business entrants. It will only mean a low rate for the SDAjRS. Absent a rate'hat
is so disruptive that it will cause the SDA:RS to cease offering music, nothing the Court does

here will affect the number of distributors of music.

C. The History of the Sound Recording Performance Right Provides No
Additional Guidance For Interpreting'the Statutory Factors.

28. The SDARS spill a great deal of ink disctusding th& history of the sound recording

performance right and cite to legislative history concerning Congress'ecision not to require

terrestrial broadcasters to pay sound recording performance royalties. SDARS COL at $$ 15-39.

That extended detour can have only one purpose — to suggest to the Court that the sound

recording performance right i. somehow of lesser value and to attempt to associate the

SDARS'ubscription-based,

commercial-free, multi-channel, nationwide, digital delivery of sound

recordings with terrestrial radio's predominant offering„which is geographically limited, single

channel, free-to-the-user, and interrupted by commercials. This history is not relevant in

analyzing the statutory factors or for setting a reasonable rate in this proceeding.
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29. As a threshold matter, the fact that there was no sound recording performance

royalty until 1995 is of little consequence here — there is no dispute that Congress has now

created the right and the fact that Congress established the right in 1995 provides no basis for

devaluing it today. Nothing in the statute or legislative history suggests that Congress believed

the right was of less value because it was newly created. Indeed, Congress made clear both that

it needed to establish this new right because of the threat posed by services like the SDARS and

that it intended these new rights to be governed by existing principles of copyright law. As the

House Report explained:

New technological uses of copyrighted sound recordings are arising which require
an affirmation of existing copyright principles and application of those principles
to the digital transmission of sound recordings, to encourage the creation of and
protect rights in those sound recordings and the musical works they contain.

H.R. Rep. 104-274, at 22.

30. Thus, although Congress exempted terrestrial radio from paying royalties under

the performance right, it required the SDARS to pay royalties precisely because of the threat that

the SDARS posed to sound recording copyright owners and performers, a threat which, as

. discussed in SoundExchange's Findings of Fact, has in fact come to fruition. See SX FOF

Section V.E. Whatever Congress'iews about the potential promotional value of terrestrial

radio, Congress plainly concluded that entities making subscription digital audio transmissions

were a threat to other revenue streams on which sound recording copyright owners and

performers relied, and did not on balance simply promote the purchase of sound recordings.

Congress therefore created this copyright in performances of sound recordings, expressly

distinguishing the situation present with terrestrial radio, to protect against this substitution threat

created by new digital services:
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An important rationale for enactment of this legislation is to address the potential
impact on the prerecorded music industry of digital 'subscription'and interaction
services. The sale ofmany sound recordings and the careers of many performers
have benefited considerably from airplay and other promotional:activities,
provided by both noncommercial and advertiser-.supported, free.over-the-air
broadcasting. The radio industry has grown and prospered with the availability
and use ofprerecorded music. H.R. 1506 does not change or jeopardize the:
mutually beneficial economic relationship between the recording and traditional
broadcasting industries.

This legislation is a narrowly crafted response to one Of the concerns expressed by i

representatives of the recording community, namely that certain. types of .

subscription and interaction audio services might adversely affect sales of sound
recordings and erode copyright owners'bility to control and be paid for use: of
their work. Subscription and interactive audio services can provide multi-channel
offerings of various music formats in CD-quality recordings, commercial free and
24 hours a day.

H.R. Rep. 104-274, at 13. See also S. Rep. 104-128 at 14-15 (same). Congress specifically

recognized that "changed circumstances: the commercial exploitation ofnew technologies,in,

ways that may change the way prerecorded music is distributed to the consuming public," S. i

Rep. 104-128 at 15, compelled a different treatment here.

D. The Fact That Congress Created a Statutory License Does Not, By Itself,
Suggest that Low Rates Are Required.

31. Notwithstanding the fact that the objectitesl of Icopyright law, the DNA, and the

DMCA so clearly support ensuring adequate compensation to. authors in order to:ensure both .

creation and dissemination, the SDARS nevertheless suggest that these,overarching objectives

are somehow changed by the existence of a statutory hcense here. SDARS COL at $$ 27-34.. At

the heart of the SDARS'mplausible and unsupported 1'egal conclusions in this proceeding is i

their mistaken belief that the purpose of a compulsory license is to force copyright holdersi to i

make their creative works available at low rates to encourage.as many people as possibje to take i

those creative works and exploit them. SDARS COL $ 13. Their faulty logic appears to be that
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because there is a statutory license at issue, Congress must have intended for the royalty to be

low.

32. As we have just shown, nothing in the DPRA or DMCA remotely supports that

conclusion. Instead, absent an indication to the contrary, the fundamental objective of

compulsory licenses is "to facilitate the exploitation of copyrighted materials by removing the

prohibitive transaction costs that would attend direct negotiations" between multiple copyright

owners and copyright users, "while at the same time assuring copyright holders compensation for

the use of their property." National Broadcasting Co. v. Copyright Royalty Tribunal, 848 F.2d

1289, 1291 (D.C. Cir. 1988) (addressing the compulsory license for retransmission of broadcast

television signals). Specifically, the purpose of compulsory licenses is two-fold: first, "to

encourage creativity by ensuring... benefits would accrue" to the authors, and second, to ensure

copyright users could access the creative materials. See Heilman v. Bell, 583 F.2d 373, 376 (7th

Cir. 1978). Compulsory licenses thus allow user access while "protect[ing] the...

copyrightholder who can realize the full benefit of'is creative work. Id.

33. Thus, the existence of a statutory license suggests no bias in favor of "high" or

low" rates. The SDARS at times intimate that the policy behind the statutory license was a fear

of monopoly power, but there is nothing to suggest that monopoly rents are being obtained in the

free marketplace, and no evidence in the statute or its legislative history that Congress

established a statutory license based in any part on such a concern. Rather, as discussed below,

the sole and explicit goals that Congress sought to advance were to ensure compensation to

copyright owners and performers and to establish mechanisms for fair and efficient licensing,

given the number of sound recording copyright owners at issue and the sheer number of licenses
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34. Nor is there any evidence in this proceeding to suggest that the marketplace for

sound recordings is beset by monopoly power, Ricardian rents, or any of the concepts tluown 'out

as theoretical possibilities by Dr..Noll. )Noll WRT at 48-51, SDARS Trial Ex. 72. T'eSDARS'uggestion

that marketplace agreements are inherently unfair due to undue market power by

record companies founders for the same reasons that the identical'rguments made by webcasters~

did — there is, no evidence in the record to suggest that record companies have undue market ~

power. Digital Performance Right in Sound Recordings & Ephetnenal Recordings ("Webcasti'ng

IE'), 72 Fed. Reg. 24084, 42093 (May 1, 2007') (rejecting arguments about lack of competition in

sound recording market,s due to lack of evidence). Indeed, as:in the webcasting case, the record

establishes exactly the opposite because there is ample evidence of multiple sellers and multiple

buyers in markets for sound recordings (as shown by the hundreds of agreements examined by

Dr. Ordover). Ordover WDT at 3-4 k n.21, SX Trial Ex. 61.4

E. Pre-197:? Sound Recordings Are Encompassed By the Sections 114 and 112
Statutory License:s

35. The SDARS have made the assertion, somewhat indirectly, that pre-1972 sound

recordings are not covered by the statutory license. SDARS COL at 'J$ 1.7-22. This novel and

complex legal issue has never been raised or litigated in the context of $ ( 114 and 112, &d theI

SDARS provide little analysis and no case law to support their argument here.

36. As SoundExchange explains in its Reply Findings of Fact, SX RFOF Section

VII.A.8., there is no need to address the: merits of this novel and unresolved legal question

because there is no basis in the record for doing so., The SDARS have not claimed any

4 There is rich irony in the SDARS'uggestion that the/ need to be protected from monopoly,
when they have a government created duopoly that they are now seeking to transform into a
monopoly.
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"discount" on the statutory license as a result of their use of pre-1972 sound recordings, nor have

they provided any persuasive evidence by which the Court could calculate such a discount.

37. If the Court nevertheless were to make the legal determination, it still could not

rule for the SDARS on this issue. The plain text of Section 114 creates a statutory license for

"sound recordings," a term defined in the statute without any reference to the date on which the

sound recording was fixed. 17 U.S.C. $ 114(d)(2). Nowhere in $ 114 is there a limitation on the

grant of the statutory license that says that the SDARS are permitted to reproduce and play some

sound recordings, but not others. If pre-1972 sound recordings were not covered by the statutory

license, it would mean that such sound recordings, generally subject to federal copyrights, see 17

U.S,C. $ 301, would be governed by a patchwork of state laws, raising the possibility that the

SDARS could be permitted to reproduce and perform pre-1972 sound recordings in some states,

but not others. This result would be inconsistent with the intent of Congress at the time of the

passage of the DPRSA in 1995 and the DMCA in 1998, which was to create an administrable

blanket license that would best serve the public interest by striking a delicate balance between

the interests of all copyright owners and nation-wide services such as the SDARS.

IV. SOUNDEXCHANGK FOLLOWED PAST PRECEDENT IN DEVELOPING ITS
RATE PROPOSAL; THK SDARS DID NOT

A. Prior Tribunals Have Started With Marketplace Benchmarks And Evaluated
Those Benchmarks According to the Statutory Objectives — the Same
Methodology That SoundExchange Follows to Reach Its Proposed Rate.

38. Despite the SDARS'ischaracterization, SoundExchange does not contend that a

reasonable rate in this proceeding is necessarily a marketplace rate. SDARS COL at $ 46. In

fact, as a review of SoundExchange's Third Amended Proposed Rate reveals, the rate that

SoundExchange proposes as a "reasonable rate" under $ 114(f)(1) for the SDARS'erformance

of sound recordings is one that is well below market rates.
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39. Indeed, SoundExchange relies upon marketplace rates for the same purpose. as.

prior tribunals that have set reasonable rates for compulsory licenses' for identifying rates

which can then be evaluated according to the $ 801(b)(1) statutory criteria. As Dr. Ordovelr

explained, absent use of marketplace benchmarks, it is impossible to apply the statutory factors

to develop a numerical rate and, indeed, multiple courts'ave made oleM that the second

statutory factor compels consideration of marketplace benchmarks. SX FOF Section, III.B. Thus,

it is hardly a surprise that prior panels applying the g 801(b)(1) falctars have held that it'is i

appropriate to start with marketplace analogies and then adjust to, account for the $ 801(b)(1)

factors — ultimately to reach the result of "reasonable rates" as required by the Act. That is

precisely what SoundExchange has done.

40. Prior panels that have determined reasonable rates pursuant to statutory licerises -i

including all of the cases that the SDARS suggest the Court should follow in reaching its

determination of a reasonable rate in this proceeding, see SDARS COL at $$ 43-45 — have

employed analogous marketplace transactions as a starting.point for determining a reasonable

rate. The most recent case decided under the 801(b)(1),standard '- a case upon which the i

SDARS place much reliance in this proceeding, see SDARS COL at $$ 44, 47.-48 — is directly on

point. See PES I, 63 Fed. Reg. 25394. As the Librari& apltlylexglaihed inlPES I& "[a]

benchmark is a marketplace point of reference, and as such, it need not be perfect in order to be i

considered in a rate setting proceeding." 63 Fed. Reg. at 25404. She Librarian found "thati the

Panel correctly analyzed how to determine a reasonable rate under section 114." Id. at 25400. In

so finding, the Librarian approved the same methodology for setting reasonable royalties as that .

advanced by SoundExchange:

as a first step, determin[e] a range ofpossible rates lafter 0onsidering different
proposed rates based on negotiated licenses or analogous marketplace models,
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. Once the Panel identified the useful models, it used the corresponding rate
information to craft a range of potential royalty rates for the section 114 license,
then chose the rate within the range which would further the stated statutory
objectives.

Id. at 25396 (emphasis added). The United States Court of Appeals for the District of Columbia

approved this "interpretation and application of the statute." Recording Industry ofAmerica v.

Librarian ofCongress, 176 F.3d 528, 529 (D.C. Cir. 1999).

41. Likewise, in a case establishing reasonable rates for the use of performing rights

by jukebox operators — determined pursuant to the same $ 801(b)(1) statutory objectives

governing this proceeding — the Copyright Royalty Tribunal determined that a reasonable rate

should be based "on marketplace analogies." 1980 Adjustment ofthe Royalty Rate for Coin-

Operated Phonorecord Players ("Juke Box Decision"), 46 Fed. Reg. 884, 888 (Jan. 5, 1981).

"While acknowledging that our rate cannot be directly linked to marketplace parallels, we find

that they serve as an appropriate benchmark to be weighed together with the entire record and

the statutory criteria." Id. (emphasis added). The Seventh Circuit approved this approach,

endorsing the Tribunal's "weigh[ing of] the evidence derived from the marketplace analogies

and other evidence specifically in light of the four statutory criteria of section 801(b) and

arriv[ing] at a royalty rate." Amusement ck Music Operators Association v. Copyright Royalty

Tribunal, 676 F.2d 1144, 1157 (7th Cir. 1982). As the Seventh Circuit recognized,

"[c]omparable rate analogies" — i.e., use of marketplace benchmarks — "have been repeatedly

endorsed as appropriate ratemaking devices," Id.

42. Thus, while "[t]he standard for setting the royalty rate for the performance of a

sound recording by a digital audio subscription service is not fair market value," nevertheless,

where there are analogous marketplace benchmarks, panels establishing reasonable rates must

nevertheless "consider[] the parties'resentations of different rates negotiatedin comparable
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marketplace transactions and first determine[] whether the proposed models mirror[] the

potential market transactions which would take place to set rates for the digital performance of

sound recordings. These benchmarks [a]re then evaluated in liight of the statutory objectives to

determine a reasonable royalty." PES I, 63 Fed. Reg. at 25399 (emphasis added). See also

Amusement ck Music Operators, 676 F.2d at 1157 (" fc]omparable rate analogies have been

repeatedly endorsed as appropriate ratemaking devices"). This is precisely the methodology that

SoundExchange followed in arriving at:its proposed rates in this proceeding.

43. It is this methodology — establi:shing where possible market analogies, or

marketplace benchmarks, and adjusting in light of the $ 801(b)(1) statutory factors — that was

"grandfathered" in for the SDARS when Congress amended the copyright laws in 1998. The

SDARS'ontrary contention that this grandfathering aimed to protect "the reliance interests" of

the SDARS "in not being subjected to excessive copyright royalties" utterly belies logic. See

SDARS COL at $ 39. First, at the time Congress amended the statute, t!here was no rate at all

applicable to the SDARS; thus, it is i.llogical to argue that the Amendment protected relianc& oh

any particular rate, as opposed to a process for setting such rates. Second, the legislative history

makes clear that the "reliance interest" that Congress was concerned with preserving was not

reliance on any particular rate., but rather reliance on the "five conditions for eligibility for a

statutory license," since the SDA:RS were developing thleir bu0indsses pursuant to these

conditions. H.R. Conf. Rep. 105-769 at 81. In fact, Congress explicitly stated. that it was taking ~

"no position" as to whether the existing PSS rate — the only rate set under ( 114(f)(1) at the time,

— would apply to the SDA:RS at all. Id. at 85. It is thus wrong to suggest that the reliance

interest Congress was concerned with when it grandfathered the SDARS under $ 114(f)(1) was a

concern with "excessive copyright royalties."
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44. The SDARS rely heavily on the language of $ 114(f)(1)(B) that the Court may

consider "rates and terms for comparable types of subscription digital audio transmission

services and comparable circumstances under voluntary license agreements described in

subparagraph (A)," arguing that this language supports the use of the PSS rate as a benchmark

here. SDARS COL at $$ 152-53. Congress, however, made clear that the Court has discretion to

consider a wide range of evidence in applying the four factors and evaluating whether a prior

agreement is "comparable." Congress emphasized that "the absence of criteria that should be

taken into account for distinguishing rates and terms for different services in subsection (f)(1)"—

the subsection applicable to the SDARS — "does not mean that evidence relating to such criteria

may not be considered when adjusting rates and terms for preexisting subscription services and

preexisting satellite digital audio radio services in the future." H.R. Conf. Rep. 105-796 at 86.

Q Thus, $ 114(f)(1)(B) does not compel the Court to use the PSS rate or any other agreement as a

benchmark — especially where, as here, the PSS rate advanced by the SDARS is for a type of

service that is not comparable and was based on an agreement made under circumstances that are

not at all analogous.& See SX FOF Section VII.A.

45. At bottom, nothing in the statute or the legislative history concerning comparable

agreements changes the proper analysis here. Consistent with prior panels, the Court should

begin with an estimate of the marketplace value of the rights at issue and then adjust according to

the four statutory factors.

5 For example, if the Court had before it a recent example of an agreement between a major
record company and one of the SDARS for a catalog-wide license, it might well be able to use
such an agreement in its analysis of the statutory factors here. No such agreement exists.
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B. Both of the SDARS'enchmarks Are Fat!allyFlawed.'6.

In contrast, the SDARS not only do not start with freely negotiated agreements,

but rather they argue that the fair:market value of sound recordings is actually irrelevant to this

proceeding. The SDARS maintain that the 2003 PSS rate - a rate negotiated in the shadow o f

litigation with no indication of how, or even whether, the $ 801(b)(1',) factors were applied — is

an appropriate benchmark for this proceeding. SDARS COL ht $ 153. This rate is fatally flawed

for all of the reasons set forth:in SoundExchange's Findings of Fact.'e'e, e.g., SX FOF Section

VII.A.

47. Even assuming that the 2003 PSS rate could be considered a prior g 801(b)(tl) late

— which is by no means clear -- the PSS services are not "comparable" for a host of reason's, not'he
least of which is that that the consumer value for the: SDARS is dramatically different than

the near zero consumer value of the '.PSS service." As this Court has held, the value of sound

recordings to a service is a derived demands based on the consumer value o:f that service. See

8'ebcasting II, 72 Fed. Reg. at 24092 (explaining that the market for sound recordings as part of

a digital music service is an "input market[] and demand for these inputs is driven by or derived

from the ultimate consumer markets in which these inputs are put toiuse"). And nowhere do any

of the experts for the SDARS consider changes in the market for sound recordings from 1997,or,

2003 to the present. Herscovici WRT at 26, SX Trial Ex. 130.

48. As the Librarian has repeatedly made cldar, ratios for Qiffereht services set under

the statutory factors at a different time may be a poor reflection of currently-existing economic

6 Dr. Woodbury's "cost adjustment" has many flaws, not the least of which is that it is
inconsistent with the D.C. Circuit's!interpretation of the four statutory factors. In the 1981!

mechanicals decision, t]he D.C. Circuit held that "[i]t is evident that the 'fairness'f the return to ~

a songwriter for his creative effort cannot be defined bye the traditional methods of cost of service
ratemaking." Recording Industry of'Ameri'ca v, Copyright Royalty 2'ribunal, 662 F.2d 1, 9 (D.C.
Cir. 1981). Yet that is precisely what Dr. Woodbury attempts&
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and industry conditions and trends. See, e.g., Docket No. RF 2006-2, Memorandum Opinion at

4, n.7 (Oct. 20, 2006) (quoting PES I, 63 Fed. Reg. at 25405). This problem — fatal to the

SDARS'eliance on the PSS rate — is compounded here because the SDARS have provided this

Court with no evidence to suggest how the statutory factors may have affected the PSS rate in

2003 and how any such impact would be different for the SDARS today. Thus, the SDARS

simply presume that both their service and the PSS promote the sale of sound recordings — a

critical claim that is wholly undermined by the record in this case. The SDARS'eliance on the

PSS rate is therefore completely misplaced.

49. In addition to the 2003 PSS rate, the SDARS rely on the 1998 PESI decision in

maintaining that the musical works royalty rate is "an appropriate benchmark for setting digital

sound recording public performance rights" in this proceeding. SDARS COL at $$ 157-158.

Noticeably absent from the SDARS'iscussion of this benchmark is any mention of this Court's

outright rejection of musical works as a useful benchmark in determining reasonable rates for

sound recordings. As this Court found in its recent Webcasting decision, "substantial empirical

evidence shows that sound recording rights are paid multiple times the amounts paid for musical

works rights." Webcasting II, 72 Fed. Reg, at 24094. Accordingly, this Court determined that

"there is ample empirical evidence in the record to controvert [the] premise that the market for

sound recordings and the market for musical works are necessarily equivalent." Id. at 24095.

50. The same logic applies with equal force in this proceeding. Regardless of the

statutory standard that applies, a proceeding charged with setting the rate applicable to the

performance ofsound recordings should not rely on market rates for musical works, because the

two markets are not comparable, and thus any reliance on the musical works rate as a benchmark
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That is consistent with Congress'wn policy judgment &in 17 U.Si.C. g 114(i), 'which'pc!ci6es I

that rates set under the statutory licenses for sound recordings',cannot be taken into account in.

any proceeding to set rates and terms for musical works. The;equivalence argument, the SDARS

make cannot be squared with this congressional policyjudgment.'1.

Nor does the PES Iproceeding provide any lusefull precedent for the use of the

musical works rate here. As the Librarian recognized in the first Webcasting proceeding, the

primary reason the Librarian focused on the musical. works rate in the PES. Iproceeding was'ecausethere was little evidence about the value of digital uses of sound recordings; as the

Librarian noted, evidence concerning the musical works benchmark had never been fully

developed in the record of the PES I proceeding, and neither party had focused on it.

Determination ofRates and Termsfor the Digital Perfarmance ofSound Recordings &

Ephemeral Recordings ("8'ebcasting 1"), 67 Fed. Reg. 45240,'5247 (July 8, 2002). The iecdrd,'istinguishingthe value of musical works and sound recordings was clearly established only,

later in the 8'ebcasting I proceeding and again in the recent 8'ebcasting II proceeding; in each

case, the record conclusively demonstrated that there is no basis to conclude that the value of

sound recordings and the value of musical works are or, should be the same.

52. Even ifprecedent had not foreclosed the argument the SDAR8 make here, the,

record does. First, the SDARS produced no evidence of any kind to support an argument that

musical works and sound recordings should be compensated the same amounts. Thus, they did,

not even replicate the desultory attempt of the webcasters to argue that the rates paid for musical i

works correlate to those paid for sound recordings. Second, in contrast to the record from the:

PSS I proceeding (which found no persuasive evidence one way or the other concerning the

relative values of sound recordings rights and musical works rights in the marketplace), there is a
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Q large and unrebutted record in this proceeding that sound recording copyright owners are paid

significantly more than musical works copyright owners and that, indeed, musical works

copyright owners themselves do not even claim the "equivalence" in value that the SDARS here

claim. Eisenberg WRT at 3-11, SX Trial Ex. 126. This is essentially the same record that led

this Court to conclude that sound recordings frequently receive multiples ofwhat musical works

receive in the marketplace. 8'ebcasting II, 72 Fed. Reg. at 24094-95. Third, the record amply

distinguishes between the sound recording and musical works markets due to the differing role

and investments of each copyright owner. Ciongoli WRT at 3-12, SX Trial Ex. 118.

V. APPLICATION OF THE STATUTORY OBJECTIVES RESULT IN A ROYALTY
RATE SUCH AS THAT PROPOSED BY SOUNDEXCHANGE

53. Beginning from a flawed benchmark, the SDARS compound their error by

advocating for an interpretation of the statutory factors that is both absurd on its face and

Q foreclosed by the statute and past precedent. The SDARS contend that application of each of the

$ 801(b)(1) factors dictates adoption of royalty rates that are zero or "near zero." See, e.g.,

SDARS FOF at 13, 23, 24, $ 202, Section V.C., $$ 758, 857, 980. In reaching this conclusion,

the SDARS mischaracterize and misinterpret relevant case law analyzing the statutory factors

and then mis-apply the factors, see inPa Section V 4 SX FOF Sections VII.A., VII.B, 4 VII.C.

The final product of this flawed approach is rates that lack both credibility and reasonableness.

54. As discussed below and in SoundExchange Proposed Conclusions of Law, on the

record of this proceeding, the statutory factors cannot be understood to compel a "near zero"

royalty rate. Rather, application of the f 801(b)(1) factors to the evidence in the record yields a

royalty rate, such as that proposed by SoundExchange, that begins at 8% of revenue (whether

expressed as a percentage of revenue or a per performance per customer rate) and increases as a

percentage of revenue as the SDARS increase their subscribership. Such a rate would advance
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all of the statutory factors and would be decidedly below a; market rate for most, if not all, of the

term of this license.

A. Section 801(b)(1)(A): Maximizing The Availability of'Creative Works to the
Public

55. The SDARS'ttempt to revise copyright law in favor of those.who only, distribute

creative works of others is nowhere more evident than in their analysis of the first statutory

factor. In analyzing this first statutory objective, the SDARS distort prior interpretations of

copyright law to support their proposition that they should receive low rates so that they will

disseminate sound recordings to more consumers and therefore that low rates will maximize the,

availability of copyright works created by others. SDARS COL at $$ 58-66. As discussed above

and in more detail below, closer examination of the law the SDARS cite (incompletely and thus

misleadingly) undermines their argument in its entirety.

1. The Best Means of Promoting Creation and Dissemination of Sound
Recordings Is By Adequately Compensating Copyright Owners and
Performers.

56. The premise of the SDARS'rgument is that copyright law. needs both to create

incentives for copyright owners and performers to create sound recordings, and incentives for the

SDARS to disseminate them. As discussed in Section I, supra, that.view is inconsistent with.the

Copyright Clause itself and with the Supreme Court's Sequent examination of the objectives to

be advanced by copyright law. See supra pp. 4-7. Love raltes lheile vill Vesult in I'css! creation and

hence less dissemination.

57. The SDARS rely on the Supreme Courts s decision in Eldred vs. Ashcroft for their.

arguments, but that case decisively rejects the very claims the SBARS make here. SDARS COL

at gtI 61-62. Eldred concerned, among other things,. whether retroactively.extending the

copyright terms of works previously created was consistent with, the policies to be advanced by
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the Copyright Clause. The Supreme Court rejected policy arguments — almost identical to those

advanced here — from copyright users, who argued that dissemination of copyrighted works

would best be advanced by prohibiting retroactive extensions of copyright terms. The Court held

that providing more protection to authors would "provide greater incentive for... authors to

create and disseminate their work." 537 U.S. at 206 (emphasis added). Similarly, retroactive

extensions would provide greater incentives for authors of existing works to restore their works

and disseminate them. 537 U.S. at 206-07. Nowhere in Eldred did the Court suggest that less

protection for copyrights would encourage dissemination and thereby advance interests protected

by the Copyright Clause. Rather, the Court held that the public interest advanced by the

Copyright Act "fully coincides" with "tr]ewarding authors for their creative labors." Eldred, 537

U.S. at 212 n.18 (quoting The Federalist No. 43, p. 272 (C. Rossiter ed. 1961)).7-

58. The Supreme Court in Eldred held that compensating authors was the way to

encourage both creation and dissemination — even of existing works. Specifically, the Court

held:

Extending copyright terms was an effort to "encourage copyright holders to invest
in the restoration andpublic distribution of their works." Id. at 206-07 (emphasis
added);

"According to the Register, extending the copyright law for existing works 'could
... provide additional income that would finance the production andpublication
of new works.'" Id. at 207 n.15 (emphasis added);

7 The SDARS quote, out of context, a snippet from the oral argument of the Eldred case,
suggesting that the position of the United States is that privileging copyright users to encourage
them to disseminate copyrighted works is an objective of copyright law. The UnitedStates'osition

in that case — which pitted the interest of copyright users against copyright owners-
was that the best means to promote the creation and dissemination of creative works was to
provide additional compensation for authors (including by extending the term of existing
copyrights) and thereby increasing the costs to distributors. Brief of Respondents at 44-45,
Eldred v. Ashcroft, 537 U.S. 186 (2003) (explaining that the policy of the Copyright Act would
"enhance and promote" access to information "by giving authors and copyright holders an
incentive to distribute their works (or to license others to do so) by all available means").
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"The economic philosophy behind the [Copyright clause] is the conviction,that
encouragement of individual effort by personal gain is the best way to advance
public welfare through the talents of au&orb mid ihveht6rs ih 'Science and useful .

Arts.'" Id. at 214 (quoting Mazer v. Stein, 347 U.S. 201, 219 (1954));

~ "'[C]opyright law celebrates the profit motive,. recognizing.that the incentive to
profit from the exploitation of copyrights will redound to the public benefit'by'esultingin the proliferation ofknowledge..... The profit motive is the engine
that ensures the progress of science.'" Id. at 2'J2 n. 18 ((quoting American i

Geophysical Union v. Texaco, Inc., 802 F. Supp. 1, 27 (S.D.N.Y. 1992),.aff.'d 60 .

F. 3d 913 (2d Cir. 1994));

~ "By establishing a marketable right to the use of one's expression, copyright
supplies the economic incentive to create ahd disslemfna'te ideas."'Id.'at 219
(citing Harper & Row Publishers, Inc. v Nation Enters., 47,1 U.S. 53,9, 558

(1985)) (emphasis added).

59. Eldred isjust one of a long line of cases that discuss the need to incent copyright .

holders to both create and disseminate their materials for the benefit of the public, since it twobldl

clearly do no good for them to create but then fail to distribute their valuable content. For.

example, in Twentieth Century Music Corp. v. Aiken, 422 U.S. 151, 156 (1975), the Supreme ~

Court explained that copyright law

reflects a balance of competing claims upon the; public interest:;Creative work is
to be encouraged and rewarded, but private motivation must.ultimately serve the
cause ofpromoting broad public availability of literature,. music, and the other .

arts. The immediate effect of our copyright law is to secure a fair return for an
'author''reative labor. But the ultimate aim is, by this incentive, to stimulate,
artistic creativity for the general public good.

(citations omitted). See also Feist Publ'ns, Inc. v. Rural Tel. Serv. Co., 499 U.S. 340,349-'50'1991)

(same). By providing an economic incentive to."authors,".copyright protection:seeks to

encourage them to disseminate their materials for the benefit of the public. Thus, while

"securing a fair return" may not be the ultimate objective Of copyright law, it is the means.that

Congress selected to incent authors to create and then to disseminate their works for the public

good. See Harper & Row Publishers, Inc. v. Nation Enters., 471 U.S. 539, 558 (1985) ("By
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establishing a marketable right to the use of one's expression, copyright supplies the economic

incentive to create and disseminate ideas.") (emphasis added).

60. The SDARS'rgument does not improve by focusing on the statutory term

"availability" rather than "dissemination." SDARS COL at It) 58-59. The SDARS argue that

"availability" is synonymous with "creation" and "dissemination" — and as discussed above,

both these are intended to be promoted by copyright owners and performers receiving adequate

compensation. And even if "availability" means something else, the Supreme Court itselfhas

made clear that providing incentives to creators is the best means to ensure widespread

availability of copyrighted works. Twentieth Century Music, 422 U.S. at 156 (compensating

authors "serve[s] the cause of promoting broad public availability of literature, music, and the

other arts").

61. As discussed in SoundExchange's Conclusions of Law, see SX COL at $$ 31-42,

prior tribunals have consistently held that the principal way to achieve this first statutory

objective is to ensure sufficient incentives for authors. See, e.g., PES I, 63 Fed. Reg. at 25407

("the record companies and the performers make the greater contribution in maximizing the

availability of the creative works to the public, a conclusion consistent with past CRT

precedent"); Phonorecovds, 46 Fed. Reg. at 10479 (this objective is achieved by providing "an

economic incentive and the prospect of pecuniary reward — royalties payable at a reasonable rate

of return"); Juke Box Decision, 46 Fed. Reg. at 889 (holding that "reasonable payment for

jukebox performances will add incrementally to the encouragement of creation by songwriters

and exploitation by music publishers, and so maximize availability of musical works to the

public"). The single tribunal that found otherwise — the 1997 PSS CARP — was immediately

reversed by the Librarian who held that the efforts of the record companies and artists — not
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those of the services — clearly maximize the availability of~creative works to the public, PES I,

63 Fed. Reg. at 25407.

2. The SDARS'laim That Low Rates Wilil Lead to More Disseminationi
Is Both Inconsistent with the Economic Incentives Underlying
Copyright Law and Belied by the Record..'2.

Notwithstanding all of that, the SDARS insist that'the first factor is best advanced

by a low rate — one near zero — because, according to Dr. Noll, a low rate will lead to lower'ricesfor consumers, which will lead to more people listening to.sound. recordings an the i

SDARS'ervice. SDARS FOF at Section V.B.; Noll WRT at 42, SDARS Trial Ex. 72. Nlothlingl

in the statute and no prior interpretation has ever suggested that the first statutory factor compels

as low a rate as possible merely so that a distributor can charge low prices.. That turns copyright'aw
and the incentives that fuel the "Progress" embodied in the Copyright Clause on their head..

See Bonneville Intern. Corp. v. Peters, 153 F.Supp.2d 763, 785 (E.I3.Pa. 2001) (",Copyright is a

law about creativity; it is not, and should not become, merely a law for the facilitation of

consumption.") (quoting Jane C. Ginsburg, Authors and Users in Copyright, 45 J. Copyright .

Soc'y U.S.A. 1 (1997), at 4-5). As the Supreme Court has recognized, driving down

compensation to authors will simply result in fewer creative works and less dissemination. See

supra.

63. In any event, there is nothing in the record to suggest that the SDARS would

lower prices for consumers if the sound recording rate was zero or near zero. The SDARS have

no history of offering lower rates to consumers to date (indeed XM raised rates by $3.00 a lmolnthl

in 2005 and that had nothing to do with royalties for soilindl recordings).l Moreiover, theSDARS'wn

witness — Mr. Musey — indicated that the prudent thing for the SDARS would be to give

any additional money resulting from lower royalty rates to:their shareholders.; Musey WDT at
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29-32, XM Trial Ex. 9. The SDARS are about to merge; there is absolutely no reason to think

that competition will mean that lower royalty rates will translate into lower rates rather than

higher shareholder returns.

64. Thus, even if one accepted the SDARS'pside-down version of the first statutory

factor, the record in this case reflects that the SDARS have not and will not lower prices, no

matter what the Court does. Therefore, even taking Dr. Noll's theoretical argument at face

value, there is no basis on which the Court could conclude that a lower copyright fee will in fact

lead to lower prices for consumers.

65. In contrast to the phantom benefits that the SDARS claim will accrue from a low

royalty rate, a relatively higher rate — one consistent with the marketplace benchmarks presented

by SoundExchange — would have the very tangible benefits of providing over one billion dollars

of revenue to copyright owners and performers, thereby increasing the incentives for both the

production of new creative works and the dissemination of new and old works. Even if one

characterizes this additional revenue as "incremental" to copyright owners and performers, in

this context that only means that it falls immediately to artists and record companies'ottom

lines, and certainly will have the intended effect of maximizing the availability of creative works.

Juke Box Decision, 46 Fed. Reg. at 889. Moreover, as the record in this case demonstrates, it is

clear that revenue streams such as satellite radio are not incremental or unimportant; rather, they

are crucial to the future viability of the record industry. SX FOF Section VI.D.7. Thus, this

factor supports a relatively higher rate for copyright owners and performers.

B. Section S01(b)(1)(B): Affording a Fair Return To Copyright Owners And a

Fair Income to Copyright Users

66. The SDARS'egal conclusions with respect to the second statutory objective—

that only a rate that requires the record companies to provide their product essentially for free
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affords copyright holders a fair return and the SDARS a fair income — is no less troubling and no

less flawed than their conclusions under the first statutory objective. ~ SBARS COL Sectiori

IV.D. The idea that a near zero rate is in any way fair simply ignores prior precedent, is based

on the same flawed reliance on misconstrued legislative history, and defies common'sense.

1. The SDARS'nterpretation Of thel Second Factor as One that
Guarantees Profit to the SDARS Is Wrong.

67. As prior tribunals have held, a "copyright owner's: right to receive a fair rate of

return for the compulsory use ofhis [sound recording] derives from Congress'ecision.to afford

commercial protection to the author of a creative work." Phonorecords, 46 Fed. Reg. at 10479.'s
we established at the outset, Congress created the copyright at issue out of concern that the

advent of new digital technologies would erode record companies'nd artists'bility ta earn a

fair income for their creative product. See S. Rep. 104-.128 at.14-.15. Only. by. earning afair l

return will authors continue to create and disseminate their creative works. See, e.g., Eldred, 537

U.S. at 206-07; Harper ck Row, 471 U.S. at 558; Mdzer,'47 U.S! at 219. See also

Phonorecords, 46 Fed. Reg. at 10479; Juke Box Dedisibn, 46 Fed. Reg.,'at 889.

68. Contrary to the claims made in the SDARS'onclusions of Law, and as

SoundExchange explained in its Conclusions of Law, this factor is best,accomplished in thlis dasel

by looking to a marketplace benchmark. SX COL Section IV.B. Indeed, although prior panels

have found that the statutory rate need not "mirror a. freely.negotiated marketplace rate,!'hey

have also made clear that consideration of analogous marketplace benchmarks is essential to

adequately weighing the second statutory objective. See, e.g., PES I, 63 Fed. Reg. at 25409

(requiring consideration ofmarketplace benchmarks to satisfy this statutory factor).

69. With respect to the "fair income" that Congress intended for copyright users, such

income is appropriately reflected by reference to marketplace:benchmarks. PES I, 63 Fed. Reg.
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at 25049; Juke Box Decision, 46 Fed. Reg. at 888-89. The CRT in the 1981 mechanicals

proceeding explained that the "fair income" to which the statute refers "derives fromCongress'ecision

to permit entry into the music market by a potential copyright user." Phonovecords, 46

Fed. Reg. at 10480. A royalty rate that is consistent with analogous marketplace benchmarks

and which does not interfere with the ability of the SDARS to operate, i.e., one that is not

disruptive, fully satisfies this factor. Id. (noting that a "fair income" is one that permits entry into

the market).

70. No prior court has ever suggested what the SDARS argue here — that the second

factor requires the SDARS to have positive net income overall during the period of the license,

or positive free cash flow, or EBIDTA margins of a certain size, no matter how much money

they are spending on things other than sound recordings. The SDARS have attempted to

transform this second factor into a "guaranteed profit" standard, requiring the Court to ensure

that the SDARS will meet specified financial goals over some arbitrarily set time period,

regardless of all of the other investments they are making in their business and the other

expenditures they are making on non-music programming. SDARS COL at tt 135 (discussing a

"'profitability'tandard of fairness"). That was not Congress'oncern in this second "fairness"

objective, and it is not a goal that could possibly be accomplished through adjustment of the

sound recording royalty. Nothing in the legislative history or statute suggests that Congress

intended the second factor to require copyright owners and performers to, in a very real sense,

pay off all of the other investments the SDARS have and will continue to make.

71. In arguing for a very different, far more invasive regulatory standard, the SDARS

rely almost entirely on various musings of Dr. Noll about a fair return, which are based — as all

of his analyses are — on his flawed belief that it is the role of the Court to set a rate that provides
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the SDARS with a return on all investments made by all investors into the business — including

the investments they have made in non-music content. SDARS COL at:$$ 130, 140. This

simply defies logic. As discussed above, the "fair income".that Congress was referring to

"derives from Congress'ecision to permit entry into the music market by a potential copyright .

user." Phonorecords, 46 Fed. Reg. at 10480. It is the income they are able to generate by using i

the copyrighted works that the statute guarantees their access to, not;overall net inconm,from

every investment they might choose to make. Once the.SDARS have entered the market -& based

on their use of the copyrighted materials — it is not up to the copyright holders to guarantee

success by providing their valuable sound recordings atinear zeroi rates. i Whether the S9ARS:

succeed in earning an income &om that access is not the responsibility of the recording industry,,

and they should not be forced to forego their fair return in an effort to assure the SDARS'n

accounting profit by one measure of the other by some arbitrary time deadline

72. Requiring copyright owners and performers, to be the,guarantors of @e SDARS'rofitability

is, quite simply, unfair and cannot be squared with the statute's purpose or text or

the standard's fairness objective. As all of the experts and even the SDARS'wn wjtnesses

concede, the profit and loss of any one year provides little information about the financial health

of the SDARS or the ability to earn a net profit in the future. See, e.g., Parsons WDT at $ 10,

XM Trial Ex. 1. The second statutory factor does not require,copyright owners and performers

to pay for the SDARS'nvestments in their future.

73. Finally, the SDARS'onclusions conceiInir|g the Second! factor. are refuted by the i

SDARS'wn behavior. The SDARS have spent massive sums on non-music content; evidently

they believed that expending those funds would provide them with a fair income or else they .

would not have entered into those agreements. Thus, in determining a rate that will provide the
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SDARS with a "fair income," the Court should consider the prices the SDARS are willing to pay

for other content. Fairness cannot require the record companies and artists alone to foot the bill

for all of the SDARS'ther expenses, including the hundreds of millions of dollars they spend

on non-music content each year, by receiving a rate of return of next to nothing for their

mandatory content contributions to the SDARS. See SX FOF p. 73 (table summarizing the

SDARS'ayments for non-music content over the license period). Yet that is precisely what the

SDARS contend qualifies as both a fair income and fair return. SDARS COL at $$ 124, 126,

150 (concluding — incredibly — that only "a royalty at or near zero" satisfies this objective);

SDARS COL at tt 69 (arguing that a low rate will maximize the availability of non-music

programming). Surely this is anything but fair.

74. The SDARS have in fact entered the market, and did so by building the business

on music content. The fact that the SDARS have now spent all of the money they have — plus

millions upon millions of additional funds — on non-music content and other expenses does not

at all mean that they require a "near zero" rate for music content in order to earn a "fair" income.

As this Court has pointed out — and as the SDARS'wn expert agrees — "the future could be

dark for satellite radio for along list ofreasons." 8/16/07Tr. 77:20-78:11(Noll). And as the

Court recognized, the rates set in this proceeding are only "one component and relatively ...

insignificant component of the future of satellite radio[.]" Id. Tr. 81:21-82:2. To require the

record companies and artists to bear the brunt of the SDARS'inancial challenges so that they

can receive what they consider to be a fair return is simply unjustified. Such a result is

antithetical to the second statutory objective, which is concerned ultimately with fairness. A near

zero rate — when Howard Stern gets [~] million, Major League Baseball gets [~j million,

National Football League gets [~j million, Fox News gets [~] million, NASCAR gets
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[~] million, Oprah gets [fQ] million, and ctree Howard Stem manager gets [~] million

in licensing fees, SX FOF at tt 240 — is simply not fair, Dr. Noll's theoretical concerns about

Ricardian rents and the SDARS'bility to balance their books by 2012 notwithstanding.

75. As the Librarian explained, "the digital performance right... affords the

copyright owners some control over the distribution of their creative works through digital

transmissions, then balances the owners'ight to compensation against the users'eed for access

to the works at a price that would not hamper their growth.s''ES I, 63 Fed. Reg. at 25409. As

discussed extensively in SoundExchange's Findings of Fact, the SDARS have demonstrated that

they can — and do — pay substantial prices for content that they consider valuable to their

service. See, e.g., SX FOF Section VI.E).3 4 ft 1128, Thus, in exchange for the right to playany'nd
all the music they want on each of the SDARS'pproximately 70 musIic channels — as well

as on their non-music channels — SoundExchange's proposed rate, like the rates the SDARS can

and do pay for non-music content, proviides a fair return that will not "hampers'heSDARS'rowth.

2. The Impact of Substitution Provides a Floor for Satisfying the Second
Factor

76. The SDARS acknowledge — as they mulct —'hat i6 pi'oviding copyright protection

for the performance of sound recordjings, Congress was concerned with the potential substitution

effect that new digital services would have on record industry revenues. SDARS COL at ltd 119-

120. In fact, they even recognize that ".in assessing a 'reasonaibleJ fee and ~ fair return'o the

copyright owner, the fee should be higher, relatively speaking, in circumstances where there is

some reason to believe that the services involved provide little in the way of promotional

benefits and cause lost sales of sound recordings." Id. at tt 122 (emphasis added). See also id. at

$ 124 (acknowledging Professor .Noil's recognition that consideration of the substitutional effect
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of the SDARS is necessary to determine a fair return for the record companies). SoundExchange

wholeheartedly agrees. Indeed, as Dr. Herscovici explained, a royalty that did no more than

account for the substitution effect caused by satellite radio would only establish the floor, and

could not possibly be fair. Herscovici WRT at 21, SX Trial Ex. 130.

77. Because the record is replete with evidence of the substitution effect the SDARS

have on sales of sound recordings, see SX FOF Section V.E.2., a fair return for the copyright

holders must be set at a rate at a bare minimum sufficient to overcome the losses caused by this

substitution.s Yet the crux of the SDARS'fairness" analysis is based on the assumption that

the SDARS promote — rather than substitute for — sound recordings. SDARS COL at $ 123.

That assumption proved contrary to the record facts, and for that reason as well the SDARS

conclusions about fairness" are not sustainable.

78. Because the evidence of substitution is so overwhelming, the SDARS retreat in

two ways. First, they try to establish the substitution impact as a ceiling on the statutory royalty.

Thus, they argue that a fair return can be no more than lost sales for sound recording copyright

owners in other channels. SDARS COL at g 117-23. Although Congress was deeply concerned

about the impact of the SDARS'ervice on other revenue streams for copyright owners and

performers, nothing in the statute limits the return to copyright owners and performers to what

they lose in other markets — indeed, that would effectively be no return at all from being

compelled to license to the satellite radio services. In fact, the Senate Report notes approvingly

the views of the Register that performance rights may not merely be a substitute for other types

of income, but may themselves be significant income for record companies in the future:

s Unlike the situation in the 1998 PSS determination, where the record companies produced no
evidence of substitution, see PES I, 63 Fed. Reg. at 25407, the record in this proceeding is
replete with evidence of substitution — including survey data from the SDARS themselves—
showing the tangible substitution effect of the SDARS service. SX FOF Section V.E.2.
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Congress, in its deliberations on performance rights, should not be unmindful of
the possibility that technological developments could well cause substantial
changes in existing systems for public delivery of sound recordings, In that event, i

it is equally possible that a performance right would bcIco&e ithei major source of
income from, and incentive to, the creation of such works.

S. Rep. 104-128, at 11 (quoting the Register).

79. Second, the SDARS, relying again on Dr. Noll, argue that even if satellite radio

overall substitutes for sales of sound recordings, that is irrelevant because, in a free market,

individual record companies would compete with each other for revenues derived from,satellite,

radio performances and any potential promotional value would thereby drive the royalty rate,

down to zero. SDARS COL at $ 124. Thus, after running from marketplace anaaogies

throughout their entire case, the SDARS seek to embrace them here. However, Dr. Noll's:

hypothetical musings are wrong as a matter of economic theory and refuted by evidence in'he

record.

80. Dr. Noll provides no analysis — empirical or theoretical — showing that the recordh

companies would engage in some form of mutual assured destruction, each seeking airplay on

satellite radio so aggressively that they drive the rates down to a level where all of them lost i

money — to the tune of hundreds of millions of dollars per iyear im lost sales over the, course of

the license. As Dr. Herscovici explained, while record companies may, on an individual tmck

basis, find some promotional or other benefit in satellite raidioi, such benefits are heterogeneous-

they do not apply to all tracks in all ways and no record company. would license its entire catalog

for reduced rates that resulted in losses for the record company. Herscovici WRT at 8, SX Trial .

Ex. 130. The evidence in the record demonstrates that even when record companies do, directly .

license sound recordings for a perceived promotional benefit or in a.manner that is likely to

result in more airplay, they do not discount royalties. Herscovici. WRT. at 9, SX Trial Ex. 130.
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In fact, where additional benefits are being provided to the SDARS, the record companies

actually demand significant additional payments. Id. Finally, the record also demonstrates that,

even for those services that the record companies believe are promotional — such as clip samples

and music videos — record companies demand and receive significant percentage of revenue and

other compensation (including [~j of revenue for clip samples and [ ~] of revenue for

music videos). SX FOF at $$ 610, 612. They do not behave against their own economic interest,

as Dr. Noll theorized. This evidence refutes Dr. Noll's theory and demonstrates that there is no

basis to conclude that, in a free market, record companies would compete so much that the

royalty rate results in all of them losing money.

81. In sum, because market rates implicitly reflect both a fair return to a copyright

holder and a fair income to a copyright user, there is simply no need to adjust SoundExchange's

marketplace benchmarks to achieve the second statutory objective.

C. Section 801(b)(1)(C): Relative Contributions of Copyright Holders and
Copyright Users

82. The SDARS'nalysis of the third statutory objective stems from an erroneous

understanding of the statutory scheme governing the performance right, as well as an

exaggerated view of their own contributions, costs, and risks. At the outset, the SDARS make

two threshold legal errors.

While Highly Relevant to Evaluating a Reasonable Rate in this
Proceeding, the SDARS'icense Payments for Other Non-Music
Programming Are Not a Contribution to Be Considered under the
Statutory Factors.

83. The SDARS'nalysis of the third statutory factor is fundamentally flawed by

their erroneous view that their contribution to the "product made available" to the public

(especially their creative contribution) includes their acquisition of non-music programming. See
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SDARS COL at g 74-77. That argument finds no basis in the statutory text, prior decisions, or

logic. See inPa. Each of the experts in this case (even the SDAR'S')'ccounts for theSDARS'on-music

programming expenses by adjusting their benchmarks to account for the value ofnon-.

music programming. See, e.g., Woodbury WDT at Section VIII, XM Trial Ex. 8 (using channel

attachment index to isolate alleged value of music contetnt)) Pdlcdvith A&ended WDT at 5,'X

Trial Ex. 70 (multiplying rate by value of music content to remove non-music content from the

calculation). Just as the value of non-music content was removed &om both parties',

benchmarks, so too should it be removed from consideration of the SDARS'ontributions, as

non-music material is not a relevant contribution for purposes of this proceeding. By accounting.

for them again in this third factor the SDARS are double counting.

84. The SDARS'rgument to the contrary relies on the statement in the PES I

Librarian's decision that the "product made available" is the "entire digital music service." PES

I, 63 Fed. Reg. at 25408. But in the PES I proceeding, the Librarian was considering a music-.

only service and nowhere did the Librarian suggest that, for example, creative,contributions by

non-music programming providers are relevant. The Librarian did not consider the argument

made by the SDARS here.

85. Nothing in the legislative history suggests that looking at nan-music programming

was Congress'ntent. As discussed above, the legislative history,of the;DPRA andDMCA'ocuses

exclusively on sound recordings; nowhere did Congress suggest, as the SDARS

themselves contend, that a "reasonable" rate for the same use of sound recordings should be less .

where the music is offered side-by-side with non-music: programming. In creating this new

copyright protection, Congress was concerned that

in the absence of appropriate copyright protection in the digital environment, the
creation ofnew sound recordings and musical works could be discouraged....
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The Committee believes that current copyright law is inadequate to address all ofthe issues raised by these new technologies dealing with the digital transmissionofsound recordings and musical works and, thus, to protect the livelihoods ofrecording artists, songwriters, record companies, music publishers and others whodepend upon revenues derived from traditional record sales.

S. Rep. 104-128 at 14 (emphasis added). As the Committee explained, it created a new

copyrighted interest out of concern

that certain types of subscription and interactive audio services might adverselyaffect sales of sound recordings and erode copyright owners'bility to control andbe paid for use of their work. Subscription and interactive audio services can
provide multichannel offerings ofvarious music formats in CD-quality
recordings, commercial free and 24 hours a day.

S. Rep. 104-128 at 15.9 There is no discussion whatsoever of any non-music content or any

other copyrighted interest in the legislative history, or any suggestion of a need to factor non-

music content into consideration of the relative contributions of copyright owners and users.

2. There Is No Basis for Excluding the Costs, Risks and Investments of
Record Companies and Performers Because Those Investments are"Incremental."

86. The SDARS'nalysis of the third statutory factor (like their analysis of the first

and second factors) is based on their flawed premise that the investments of sound recording

copyright owners and performers are irrelevant because they are "incremental." Woodbury

WDT at 48, 50-51, XM Trial Ex. 8; SDARS COL at g 79, 87, 90, 94. As discussed in detail in

SoundExchange's original conclusions of law, that argument flatly contradicts prior precedent.

SX COL at $ 54. See also SX FOF Section Vl.C.5.b. The SDARS desire to count all of their

costs and investment, including investment in non-music programming, and none of the record

companies'nd artists', even though the sound recordings on which the SDARS rely would not

9 This language belies the SDARS'ontention that the concerns Congress had for substitutionpertained only to interactive services — and not to subscription services such as the SDARS.SDARS COL at $ 120.
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exist but for the risks of and investments by record companies and artists. Prior panels, however,

have looked more broadly, considering all of the costs, risk's, and investment and not simply

incremental ones. PES I, 63 Fed. Reg. at 25407; &t'honorecovds, 46 Fed, Reg. at 10480-81.i

3. Relative Roles of Copyright Owner and Copyright User With Respect
to Contributions, Investments, Costs, Risks, and Opening New
Nlarkets

87. As SoundExchange explained it its concIusions of lave, the considerations set

forth in $ 801(b)(1)(C) are precisely those factors that a market rate should encompass. SX COL

Section IV,C. Indeed, these are largely the satne considerations that the Court must consider

under the "willing buyer/willing . eller" standard set forth ih $ 114(f)(2)(B). Compare $

801(b)(1)(C) with 17 U.S.C. $ 114(f)(2)(B)(ii). Just as this Court found that "the relative

contributions made by the copyright owner and the webcasting service with respect to creativity,

technology, capital investmen't, cost ancl risk... 'would have already been factored into the

negotiated price'" in marketplace benchmark agreements, /Febcasting II, 72 Fed. Reg. at 24095,

so too would the considerations in $ 801(b)(1)(C) be reflected by marketplace rates. These

factors are undoubtedly "implicitly accounted for in the rates that. result from negotiations

between parties in the benchmark marketplace." Id. See also Herscovici WRT at 21-22, SX,

Trial Ex. 130; Ordover WDT at 29, SX Trial Ex. 61. Thus, marketplace benchmarks will

generally yield rates consistent with these factors.

88. Analysis of each of the individual sub-factors yields the same result.

a. Creative Contribution

89. The SDARS'ontention that they make the greater creative contribution is

directly contradicted by prior case law. SDARS COL ttp 78, 80-84. Thee SDARS service merely

broadcasts the creative contributi.ons of others rather than making any creative contributions of
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their own and thus, they do not deserve credit for the mere act of transmitting the creative works

of the record companies and artists. PES I, 63 Fed. Reg. at 25407 (agreeing with the Panel that

"'the artists and the record companies provide greater creative contributions to the release of

sound recordings to the public than do the Services,' finding supported by CRT precedent.").

The SDARS'ttempt to use language from PES I to support their claim that they make

substantial creative contributions is both disingenuous and misleading, as it distorts the quoted

language by omitting a key word. SDARS COL $ 80. In fact the Librarian reached the opposite

conclusion. Rather than crediting the PSS for their contributions in "enhanc[ing] the

presentation of the final work through unique programming concepts," as the SDARS maintain,

SDARS COL $ 80 (citing PES I, 63 Fed. Reg. at 25407), the Librarian noted that the Panel

"credited the performers and the record companies for their work in making the musical work

come alive," while noting that the Services'ontribution was "merely enhanc[ing] the

presentation of the final work." PES I, 63 Fed. Reg. at 25407 (emphasis added).

90. Likewise, as Judge Roberts observed, see 6/13/07 Tr. 93:8-94:4 (Woodbury),

courts evaluating the contributions of broadcasters have consistently held that retransmission of

the content of others does not qualify as a creative contribution. Rather, these courts have all

found that there is "no basis for establishing the value of the broadcast day" nor "any basis for a

distribution of royalties to broadcast claimants on this theory." 1980 Cable Royalty Distribution

Determination, 48 Fed. Reg. 9552, 9565-55 (Mar. 7, 1983). See also National Ass 'n of

Broadcasters v, Copyright Royalty Tribunal, 772 F.2d 922, 931 (D.C. Cir. 1985) (finding

reasonable the conclusion "that people listen to retransmitted stations for the music, and thus any

award for retransmitted radio broadcasters should go to the Music Claimants," and rejecting the

idea that formatting a radio station has any value).
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91. The SDARS attempt to resuscitate their claim of creative contribution bypointing'o

Dr. Hauser's survey and making the improbable claim that consumers value theSI3ARS'equencing

of music more than the music itself, or the smattering of live performances the I

SDARS'roadcast more than the millions of sound recordings the SDARS broadcast each year.

As discussed in more detail in SoundExchange Reply Findings at &
Dr. Hauser's analysis isi

deeply flawed. First, the sole record evidence that the SDARS cite is Dr. Hauser'ssurvey,'hich

only asked respondents to rate the importance. of i"music fromm the 70's,,80ls, 90's and

today." As became clear at trial, this phrase likely caused respondents to think only of the pop

music from those time periods, and not the jazz, country, classical, rap, rock, and other ge&esl ofl

music of which the SDARS play so much. SX FOF $ 425.

92. Second, the notion that respondents listen to SDARS for the DJs is wrong as a

matter of logic and fact. DJs are simply presenters ofmusic: there would be little value in a DJ

who simply talked without playing records. The survey data demonstrate this. when XM asked

its subscribers what they liked about the service, it was the lack ofDJ chatter that was attractive

to [~J of respondents. SX FOF $ 448. And as SoundExchange explained in its findings of',

fact, what respondents value about the SDARS is its music programming, and the fact that it is

commercial-free: i.e., offered without interruption. SX lFOF g 448. Eve Br. 'Hauser's study

found this, as the two highest scoring features of his constant sum survey were "commercial i

free" music, and "music of the 70's, 80's, 90's, and today." Hauser WRT at Ex. M, SDARS

Trial Ex. 77. Indeed, more respondents said those two features alone were the most important

than all the other features Dr. Hauser tested combined. Hauser WRT at Ex. M, SDAR8 Trial Ex.

77.
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93. Third, and relatedly, claims about the value of the sequencing and selection of

music are (a) rebutted by this Court's rulings concerning the value of the broadcast day, and (b)

by the common sense notion that the bulk, if not all, of the value of "selection" or "sequencing"

is that it is serving up music. SX FOF II/ 447-452. In essence, when the SDARS are not simply

playing the greatest hits, they are providing the music that is not available on radio, but is

available in other forms, such as CDs. SX FOF g 457-459. While there is certainly a market

for these sound recordings, its value comes from the sound recordings themselves (and is why

satellite radio is substitutional for other forms of sound recordings, such as CDs). SX FOF

$'Lt 708-710 (explaining how the SDARS'iche music causes subscribers to substitute away from

the CDs that contain such music).

94. Fourth, any claim about the value of live music is rebutted by the sheer

magnitude of the number of sound recordings that the SDARS play. Dr. Woodbury found that

on average, the SDARS play 770,040 sound recordings a month, or over 9 million sound

recordings a year. SX FOF II 1448. Assuming that each sound recording is 3 minutes long, that

works out to be just shy of a 1,000,000 hours of sound recordings a year between the two

SDARS (924,048 hours). In contrast, XM's testimony reveals that it has created a grand total of

70 hours of its main live show, Artist Confidential, in XM's entire history. SX FOF $ 449.

Other XM shows have even smaller repertoires, and Sirius has entered no quantitative evidence

into the record about its alleged efforts. 6/5/07 Tr. 261:1-264:20 (Logan). Thus, there is no

comparison between the value and importance of the sound recordings in this case and the

SDARS'riginal offerings.

95. Finally, as discussed above, the fact that the SDARS spend large amounts of
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contribution that provides a basis:for lowering the sound recording royalty here. Whatever the

creative contribution of Mr. Stern and Fox News, the SK)ARS purchase these contributions.

96. Juxtaposed with the lack of creative contribution on behalf of the SDARS are the

tremendous creative contributions of literally all recording artists and all record companies who

create the sound recordings that are essential to the livelihood of the,SDAR.S — contributions

behind the creation and dis. emination of the approximate 1 million hours of music they

broadcast each year. The creative efforts o:f these artists and the record companies who work in

tandem with them to create sound recordings are the engine of the success of the SDARS, as well

as of a host of other music services. See SX FOF Section VI.C.3.b. See also PES I, 63 Fed. Reg.

at 25407. As other panels have found, the creative contribution of recording artists and record

companies far exceed those: of the SDARS.

b. Technological Contribution

97. As described in detail in SoundExchange's 1 indings of F'act, the SDARS'iew of

their contributions of technology is exaggerated. See SX FOF Selcti6n V~I.C. With respect to the

SDARS'echnological contributions, the SDARS did not invent the technology through which

the record companies'nd artists" creative content is broadcast, bot rather relied upon already-

developed technology in building their service. SX FOF Section VI.C.4; Elbert WRT 20, 24-26,

SX Trial Ex. 122; SX Trial Ex. 92 at 251.

c. Investment, Cost, and Risks

98. With respect to investments, costs,, and risks, the SDARS plead poverty before

this Court.'0 SX FOF Section VI.C.5. As Judge Wisniewski aptly pointed out, it requires more

'o Note too that though the: SDARS want this Court to consider all of their startup costs from
their inception to date, although they do not consider all oflth6 reborn'ndustry's past
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than a mere assertion that a company is losing money to establish that the company's costs, risks,

investments, and other factors favor a lower rate. 8/16/07 Tr. 88:8-15 (Noll). Indeed, an

evaluation of these factors requires an examination of not just the current balance sheet, but the

future prospects of the satellite radio companies. The SDARS suggest that the Court should not

look into the future at all or not beyond the license period, but many of their investments are

much longer term investments intended to build the business rather than yielding an immediate

return. Their satellites, for example, are 15-year investments that will reap returns far greater

than their costs over the life of the investment. The SDARS, however, want to count only the

costs in the present and to ignore the returns in the future. Nothing in the statute suggests that

the Court is required to be so narrow-minded.

99. Indeed, satellites are only one of many of the SDARS'ong-term investments,

which also include, among other things, investments in relationships with auto manufacturers

and retailers and investments in attracting subscribers. As the record demonstrates, the satellite

radio companies are in the business of making long-term investments, losing money today in

order to make large sums in the future. At the same time that the SDARS ask this Court to take

an exceedingly short-term view of their businesses, they are arguing to the FCC and others that

their business can only be evaluated in the long-term and emphasizing that they are today willing

to accept lower revenues (through lower prices) and incur higher costs because they are growing

their business. Indeed, in the analysis submitted to the FCC by the SDARS, Dr. Salop — an

economist from Dr. Woodbury's firm — repeatedly emphasized that these businesses can only be

evaluated in the long-term and that their incentive is to maximize long-run profits at the expense

of short-run profits. SX Trial Ex. 106 at Appendix A, p. 49.

contributions, investments, and costs in creating the sound recordings upon which their
businesses rely.
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100. Evaluation of this factor necessarily requires examination of these.long-run,'xpected

returns — something only SoundExchange witheslsesl actually address. As those

witnesses demonstrate, the SDARS'osts, investments, and risks are long-term and areexpected'by

the SDARS, analysts, and witnesses in this proceeding) to yield very significant positive

returns. See, e.g., Herscovici WRT at 28-29, SX Trial Ex..130; Butson.WRT, App. A k, B. See

also SX FOF Section VI.D.5.a.

101. In contrast, the record shows a very different picture for the record companies,

which invest substantial amounts of money to create the very sound recordings that the SDARS'hen
broadcast. Herscovici WRT at 26, SX Trial Ex. 130. Indeed, this Court has recognized the

substantial investments that record companies have made and will continue to make in inaking

its copyrighted products available to the public. 8'ebcasting II, 72 Fed. Reg. at 24094. See also

PES I, 63 Fed. Reg. at 25407 ("record companies face tremen'dous risks when producing new

sound recordings"); Phonorecords, 46 Fed. Reg. at 10480 ("The evidence shows that record

companies have substantial risks and costs."); Kushner IWDT lat 5, SX Trial Ex. 65; SX FOF g .

842-43, 845.

102. Moreover, the difference between the record industry today. and that of 1997'~ the

era to which Dr. Woodbury purports to compare it — is striking. In 1997, the Librarian, felt that i

while the risks faced by the record companies were significant, the companies had seen

consistent growth in sales and revenues over more than a decade. PES,I, 63 Fed. Reg. at 3.5407 .

(the record companies "have shown consistent growth in iinith shipped!and dollar value os

records, CDs, and music videos from 1982-1996"). By comparison, in 2007, sales and.revenues

are declining and that trend has only accelerated in 2007. Rather than facing a decade of growth

and expansion with increasing profits, the record industry is seeing declines in revenues, is
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cutting costs and staff to survive, is laying off artists, and is attempting to remake itself based on

digital revenues streams, such as the SDARS, which are critical to the industry's survival. SX

FOF Section II. Moreover, while the SDARS emphasize the billions they have invested since

their inception, record companies invest billions of dollars each year in creating the sound

recordings that are the heart of the SDARS'ervice. In 1997, the Librarian found that the PSS

services promoted sales of sound recordings; in this proceeding, the evidence is overwhelming

not only that there is no promotional effect, but that the SDARS'ervice actually substitutes for

sales of sound recordings. SX FOF Section V.E. In 1997, it was the PSS services that were

undergoing a transition in their business model and facing a great deal of uncertainty. Herscovici

WRT at 24-25, SX Trial Ex. 130. Today, it is the record companies — not the SDARS — that are

in a time of transition. The record industry is in a period of rapid decline, confronting greater

risks than ever — risks that are exacerbated by the substitution effect of the SDARS. SX FOF at

ttg 971-74, 999-1003; compare, 63 Fed. Reg. at 25407 (lack of evidence of substitution

demonstrates no increased risks to the record companies from lost sales due to the PSS). The

threat that concerned Congress in enacting the DPRA and the DMCA has been realized in the

SDARS'ervice, which poses a danger to other revenue streams of record companies and artists.

Only a rate that more than compensates for that lost revenue can satisfy this and the other

statutory factors.

103. In their merger filings, the SDARS go to great lengths to emphasize the difference

between the market for audio entertainment today and 1997. SX Trial Ex. 106 at 57 (discussing

the "revolutionary changes that have taken place in the audio entertainment industry over the

past ten years"); id. at 9 ("This is 2007, not 1997," and there are "numerous other audio

entertainment services and devices" in the audio entertainment market). They do so when it
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benefits them, but ignore those "revolutionary" changes here because those changes show that

this statutory factor favors the record companies and not themselves.

d. Opening New Markets

104. Finally, the contribution of the SDARS in opening new markets is quite different
~

than the contributions of the PSS under this sub-factor in 1998. In 1998, the PSS were the!first

digital music service of any kind; by contrast, the SDARS are one of a multitude of digital audio

services that consumers can use to listen to music in a similar format. Herscovici WRT, at 30,

SX Trial Ex. 130. Indeed, the SDARS frequently (and emphatically) highlight all the many

different kinds of audio services that have entered the market in recent years, thereby

diminishing their claims under this sub-factor. See, e.g., SX Trial Ex. 106 at 57 (discussing the

"revolutionary changes that have taken place in the audio entertainment industry over the past

ten years"); id. at 9 (there are "numerous other audio entertainment services and devices" in the

audio entertainment market); id. at 35 ("All available evidence demonstrates that:consumers

have an abundance of reasonable substitutes for satellite radio, including... wireless phones, i

iPods and other MP3 players, and Internet radio — and Consumer choices are rapidly increasing

over time"); id. at 37 (same).

105. In sum, as this Court recently recognized, the factors considered under the third

statutory objective are implicitly included in marketplace rates. Moreover,. analysis of each

individual sub-factor demonstrates that no adjustment to the marketplace benchmarks is

necessary to achieve this third objective, as the record industry's contributions, investments,

costs and risks outweigh those of the SDARS.
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D. Section 801(b)(1)(D): Minimizing Disruption on The Structure of the
Industries

106. Despite the SDARS'ischaracterization of the final statutory objective, see

SDARS COL $ 99, the fourth factor seeks to minimize the disruptive impact on both of the

industries involved. $ 801(b)(1)(D). The SDARS misleadingly attempt to characterize this

objective as focusing predominantly on not "hamper[ing] the arrival of new technologies";

wholly absent from their discussion is the statute's greater concerns with "protect[ing] the

livelihoods of the recording artists, songwriters, record companies, music publishers and others

who depend upon revenues derived from traditional record sales," as well as the concern "that

certain types of subscription and interactive audio services might adversely affect sales of sound

recordings and erode copyright owners'bility to control and be paid for use of their work." S.

Rep. 104-128 at 14-15. As discussed supra, Section III.A, Congress created the copyright in

performances of sound recordings — subject to the statutory objectives set forth in $ 801(b)(1)—

"to provide copyright holders of sound recordings with the ability to control the distribution of

their product by digital transmission" in addition to preventing the "hampering the arrival of new

. technologies." Id. at 15. The SDARS'xclusive focus on only part of Congress's intent — and a

small part according to the legislative history — explains why their entire discussion of $

801(b)(1)(D) focuses solely on the impact on the SDARS, and is devoid of any real substantive

discussion of how the royalty rate set in this proceeding will impact the record industry (save

some dismissive sentences at the end of their analysis). SDARS COL $$ 99-109.

107. The arguments concerning the impact of different royalty rates on the SDARS and

the record companies are developed in more detail in SoundExchange's Proposed Findings of

Fact. On the law, courts applying this rate have focused almost exclusively on the short-term

effects of a sudden rate increase (which they have addressed under the fourth factor by
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increasing the rate gradually, as Sound Exchange does here). The SDARS in contrast focus

almost exclusively on long-term effects, but are left to prove al difficult proposition -- that the'ate

in and of itself will destroy the SDARS. SDARS COL at tf 100; Noll WRT at 9, SDARS

Trial Ex. 72; SX FOF Section VI.D.2. As we set out in 'detail in our 'Findings of Fact, the

SDARS completely fail (indeed, do not even really try) to prove such extreme disruption..

108. As explained in more detail in SoundExchange's findings of fact, theSDARS'ocus

on their stock price has nothing to do with the issue of disruption. Not only has

ratemaking based on stock price been wholly rejected by the D.C.'ircuit as arbitrary, but, ias i

multiple economists have explained and the SDARS'wn witnesses: concede,. the modest

fluctuations in the stock price say nothing about the curt en) opersjtiojIis qf the business or tlieirl

future viability. SX FOF at $$ 1020-1024; see also SX COL at $ 62. Moreover, even the

SDARS'wn expert concedes that a royalty rate at the levels that SoundExchange proposed will,

likely result in the value of Sirius and XM to increase significantly within 18 months. Musey

WDT at 29-32, XM Trial Ex. 9; 8/27/07 Tr. at 268:16-269:5 (Butson). At bottom, the arguments

about stock price are simply a variation on the arguments that shave been routinely rejectedl in I

these types of proceeding — that any increase in cost is ".disruptive.". Thus, while this Court

"must seek to minimize disruptive impacts, in trying to,set,a rate that provides a fair reNrn it is

not required to avoid all impacts whatsoever." Phonorecords, 46 Fed. Reg. at 10486. A simple

increase in cost — an inevitable outcome &om any increase in the royalty rate — is not

synonymous with disruptive impact. Herscovici WRT at 31, SX Trial Ex. 130. Prior tribunals

agree. See, e.g., Phonorecords, 46 Fed. Reg. at 10481 ("We reject the contention that any

immediate increase in the mechanical royalty payable to copyright owners, would be disruptive

on the record industry."). indeed, although SoundExchange proves that its rate poses no risk,,: ~
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whatsoever to anything except perhaps the SDARS'hareholder's expectations, as prior tribunals

have recognized, and despite the SDARS'ontrary contentions, see, e.g., SDARS COL 1'07-

08, this statutory objective "does not require that the rate insure the survival of every company."

PES I, 63 Fed. Reg. at 25408. As Judge Sledge recognized, it is not the rate set in these

proceedings, standing alone, that will ultimately determine the future of satellite radio, but rather

"the future could be dark for satellite radio for a long list of reasons." 8/16/07 Tr. 77:20-78:11

(Noll). The rate set here is just one component — and an insignificant one at that — which will

impact the future of satellite radio. 8/16/07 Tr. 81:21-82:2. The SDARS'pproach to the fourth

factor — claiming it requires the Court to use the sound recording royalty as a lever to assure the

SDARS an acceptable rate of return or acceptable profit and loss statement — has no basis in the

law. There is no reason for the recording industry to bear sole responsibility for allowing the

SDARS to reach a certain financial result when "a long list of reasons" explains their current

financial status.

109. In any event, Dr. Noll's focus on ensuring a decades'orth of past investors earn

a competitive return says nothing about the current business operations or its future prospects.

Its only relevance is to investors in future business who might desire a low royalty rate set under

the statutory factors before starting up a business. But that is a mirage — there are no investors in

future technologies who will be affected by this proceeding because no licensing of new

technologies subject to the $ 114 statutory license will be governed by the $ 801(b) factors. The

only entities on whom the Court should focus are the SDARS and the record companies.

110. In its findings of facts, SoundExchange anticipated the SDARS'rroneous view

of this statutory objective, see SX FOF Section VI.D., and will not repeat those arguments here.

It does bear repeating, however, that the record demonstrates that the SDARS can afford the rate
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proposed by SoundExchange in this proceeding. They have "been able to absorb'other cost

increases" — including costs ofhundreds of millions of dollars for non-music content, see, BXl

FOF at $ 1128 (detailing the millions upon millions of dollars the SDARS expended on.non-',

music content, all at a time prior to earning a profit) — "without any disruptive impact on the

structure of the industr[y]" and thus can undoubtedly absorb the costs associated with their music

content as well. Phonorecords, 46 Fed. Reg. at 10481. The SBARS have offered no legitimate .

reason why the record companies — those who provide the most valuable content to the SDARS,

see SX FOF Section IV — are the ones that have to subsidize the SDARS for all of their other .

expenses. SoundExchange's proposed rate is directly ip lirie wig the rates the SDARS'ay for

their non-music content, see, e.g., Pelcovits Amended WDT at 4-11, SX Trial Ex. 70, and there

is no legitimate reason why the record companies — and the record companies alone — should

suffer cuts in the fair cost of their creative product. "[N]othing in the statute compels copyright l

owners to give any discounts to" copyright users. Phonorecords, 46 Fed. Reg. at 10483.

VI. THK SURVEYS PRESENTED BY SOUNDEXCHANGK ARE RELIABLE AS A
MATTER OF LAW.

111. In a brief coda to their proposed conclusions of law, the SDARS argue that the,

Wind and Mantis surveys are unreliable as a matter of law. SDARS COL at Part VI. These

contentions simply restate the erroneous criticisms conthinled in their proposed findings~of fact.

The Wind and Mantis surveys are rigorous and reliable~ they contained nuxnerous safeguards;;

they came to the SDARS coupled with all of their underlying data; and they should be credited

by this Court. SX FOF $$ 339-369, 675-693; SX RFOF Sbctibn VII.A.' III.B.3.a.

112. Notably, the SDARS here seek to impugn the reliability of surveys that reached

precisely the same conclusions as their own companies'nternal surveys, and, particularly in the

case of substitution, what the SDARS have vociferously advocated to the FCC. SX FOF Part:IV,
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SX RFOF at Section III.B.3. XM knows that "[n]early three quarters of our subscribers (71'/o)

are here for MUSIC!;" SX FOF at tt 335; Dr. Woodbury readily agrees that half of the value of

their service comes from music; SX FOF at It 432; and the SDARS have told the FCC in July

that "[W]hen people activate a satellite radio subscription, they substitute satellite radio

programming for other audio entertainment to which they historically listened." SX Trial Ex.

106 at 37. This hardly places the SDARS in a position to argue that the Wind and Mantis

surveys — which reach the same conclusions — are unreliable.

113. Nor should the Court, as it assesses reliability, ignore the fact that the SDARS

have failed to marshal any survey evidence that undercuts SoundExchange's analysis or rate

proposal. The SDARS'wn surveys are full of statistics showing the predominance of music.

Perhaps this explains their complete absence from the SDARS'indings. If the SDARS had

evidence to support their claims, they would have submitted it to this Court. Instead, they are

left to criticize survey results that confirm what they themselves have found to be accurate and

advocated elsewhere.

114. The bulk of the SDARS'riticism simply consists of quoting boilerplate language

from other cases considering surveys. None of these criticisms have any application to the Wind

or Mantis surveys. SoundExchange has already explained elsewhere why the Wind and Mantis

surveys are trustworthy, and will not repeat the explanations here. SX FOF at 1'39-369, 675-

693. But a few particular responses are in order.

115. First, the SDARS claim that the Wind survey is unreliable because of the handful

of coding errors identified at trial. SDARS COL at tt 167. Those errors affected at most I'/o of

the thousands of verbatim responses in the survey, and they had no meaningful effect on the

survey results, which showed overwhelmingly that music is the most valued programming type
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on satellite radio. SX FOF at $ 350. They are no basis for finding a's~eg reliable, and the

SDARS have pointed to no case in which such a small number of errors affected reliability. 7he'.

same response holds for the issue of the verification forms. There is no reason to find the

reliability of the survey impugned when Dr. Wind presented verification materials, as well as

proffered sworn affidavits from the verifiers themselves attesting to the regularity of the process.

116. The record shows that Dr. Wind was heavily involved with the design,

administration, and analysis ofhis survey. Wind WDT 'at 9, 18-20, SX 'Trial Hx. '51 (describirig

Dr. Wind's involvement). This Court has no reason to dou~bt the credentials or ability of Dr.

Wind, who is a highly recognized expert in survey research. E.g. ~ Pharmacia Corp. v.

GlmoSmithKline Consumer Healthcare, LP, 292 F. Supp. 2d 594, 601 (D.N.J. 2003) (agre'eing

with testimony of Dr. Wind with respect to consumer belieifs about riicotine patch products);

Miramax Films Corp. v. Columbia Pictures Entertainment, Inc., 996 F. Supp. 294, 299

(S.D.N.Y. 1998) (crediting Dr. Wind's survey as the basis for thei court's fmdings concerning:

consumer confusion); Hertz Corp. v. Avis, Inc., 867 F. Supp. 208, 211 (S.D.N.: Y.:1994):(noting

Dr. Wind's criticism of a consumer survey that the cont ultimately discredited); Metro Mobile

CTS, Inc. v. NewVector Comm., Inc., 643 F. Supp. 1289, 1292 (D. Ariz. 1986) (noting, and

ultimately agreeing, with Dr. Wind's testimony that challenged advertising statements actually

deceive or have a tendency to deceive); Inc. Pub. Corp..v. Manhattan Magazine, Inc., 616 F. i

Supp. 370, 392 (S.D.N.Y. 1985) (finding persuasive Dr. Wind's testimony attacking: a surv'ey);

Anheuser-Busch, Inc. v. Stroh Brewery Co., 587 F. Supp. 330, 337-38 &, 337 n.8 (E.D. Mo.

1984) (crediting Dr. Wind's survey and noting that Dr. Wind ".has considerable expertise and i

experience in the field of consumer research"); Procter l & Gainbl'e Co. o. Colgate-PalmoliveCo.,,'o.

96 CIV. 9123(RPP), 1998 WL 788802, at *60 &, 60 n.75 (S.D.N.Y. Nov. 9, 1998) (crediting ,'
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Dr. Wind as "an experienced expert in consumer research" and noting, in crediting his survey,

that "the universe was properly defined, a representative sample of the universe was selected, the

questions to be asked of interviewees were framed in a clear, precise, and non-leading manner,

the data was analyzed in accordance with accepted statistical principles, and the objectivity of

the entire process was assured" (internal citations omitted); Johnson ck Johnson-Merck

Consumer Pharms. Co. v. SmithK/ine Beecham Corp., No. 91 Civ. 0960 (MGC), 1991 WL

206312, at "'6 (S.D.N.Y. Oct. 24, 1991) (noting Dr. Wind's criticism of a consumer survey that

the court ultimately discredited).

117. Second, the SDARS'ritique of the NARM survey is also unavailing. Repeating

a criticism made in their proposed findings of fact, the SDARS argue that they lack the ability to

evaluate the NARM study and that it should therefore be deemed unreliable. And again, it is not

clear what additional information the SDARS seek. The record shows that the survey was

commissioned by an independent group for its own business purposes, conducted over the

internet in March 2007, and that it incorporated the responses of 3,136 consumers, including 326

who listened to satellite radio. Wind WRT at 20-21, SX Trial Ex. 129. The survey showed that

satellite radio users were substantially less likely to purchase other forms of music, and that 85%

of them attributed this to the fact that "they were satisfied listening to the music on satellite

radio." Wind WRT at 20-21, SX Trial Ex. 129. What the SDARS claim is mysterious is all too

clear: the NARM survey shows that satellite radio is substitutional.

118. Finally, the SDARS'riticisms of the Mantis survey simply restate what they

have erroneously claimed before. As Mr. Mantis explained at length, his survey was not leading,

and in fact reported a substitution effect consistent with what the SDARS have presented to the

FCC. SX RFOF at $'II 118-30. Moreover, Dr. Hauser specifically rejected the argument the
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SDARS are making when he said that respondents would not be led to select certain features in

his survey just because the survey named them. $/21/07 Tr. at 272:15-20. (Hauser) (arguing that

his "survey is self-correcting" because respondents "could have given [the suggested option]

zero"). The cases that the SDARS cite do not impugn the Mantis,survey. As Mr. Mantis

explained, the form and wording of the survey is standard fare for pre/post tests used to'etermineconsumer behavior. SX RFOF at $ 120. Thei control question Mr. Mantis used i

contained an inarguably neutral follow-up prompt that the SDARS have consistently ignored..

SX RFOF at $ 121. And the interpretative rule that Mr. Mantis used — only counting an answer i

where satellite radio was the sole reason given for the change — ensured that he properly

captured the causal efFect. SX RFOF at $ 122. None ofI thk cdsesl th0 SOARS cite involves any,

let alone all, of these elements.
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